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Notice to Readers
We, as members of the AICPA staff, have developed this Audit Risk Alert
to provide you, as an auditor of financial statements of state and local
governments, with an overview of recent economic, industry, regulatory,
and professional developments that may affect the audits you perform.
This document presents brief summaries of recently issued accounting
and auditing pronouncements and legal and regulatory provisions. We
present those summaries for your information only; you should not rely
on them as a substitute for a complete reading of the source material.
This publication is an Other Auditing Publication as defined in State-
ment on Auditing Standards (SAS) No. 95, Generally Accepted Auditing
Standards (AICPA, Professional Standards, vol. 1, AU sec. 150), as
amended. Other Auditing Publications have no authoritative status;
however, they may help the auditor understand and apply the SASs.
If an auditor applies the auditing guidance included in an Other Audit-
ing Publication, he or she should be satisfied that, in his or her judgment,
it is both appropriate and relevant to the circumstances of his or her
audit. This publication was reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be ap-
propriate. This document has not been approved, disapproved, or other-
wise acted on by a senior technical committee of the AICPA.
Mary McKnight Foelster, CPA Robert Durak, CPA
Director Director
Governmental Accounting Accounting and Auditing
and Auditing Publications
Copyright © 2005 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.aicpa.org. A Permissions
Request Form for e-mailing requests and information on fees are available there
by clicking on the copyright notice at the foot of the AICPA homepage.
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1State and Local Governmental
Developments—2005
Economic and Industry Developments
The State of the Economy
Nationally, the economic recovery is continuing but is weak by
historical standards, especially as it concerns state and local gov-
ernments. State tax revenues, adjusted for legislative changes and
inflation, are close to 2000 levels. The strongest growth is in cor-
porate taxes and in states in the Southwest and Far West; the
weakest growth is in sales taxes and in the Plains and Great Lakes
states. Sales taxes are weak because of the shift in the economy
from goods to service consumption and to untaxed Internet and
mail order sales.
Few states budgeted deficits for 2005, down significantly from
the number of states that budgeted deficits in the prior two years.
So far in 2005, most states’ revenues are meeting or exceeding
budget projections, but many states also are experiencing spend-
ing in excess of budget, mostly in the Medicaid program. In-
creases in prescription drug and long-term care costs and in
enrollment are driving the growth in the Medicaid program,
which for states is now the number one area of total spending and
the number two area of own-source spending after elementary
and secondary education. Economists expect the future annual
cost growth in that program to continue to outpace the growth in
taxes. The costs of elementary and secondary education continue
to increase because of state and federal standards (such as the No
Child Left Behind Act), despite slowing annual growth in enroll-
ment. Cost pressures also are coming from higher education, cor-
rections, and pension contributions.
The national and state economies continue to place fiscal stress
on local governments. In a recent survey of cities and towns by
the National League of Cities, more than three of five respon-
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dents reported being less able to meet their financial needs in
2004 compared with the previous year. About the same number
expected to be less able to meet their financial needs in 2005
compared to 2004. Respondents cited significant cost pres-
sures from employee wages, health benefits, and pensions; in-
frastructure needs; public safety needs; and general
inflationary increases in prices. They also cited financial pres-
sure from reduced state aid. The bright spot in the equation
came from the continued strength of the real estate market. Fee
and tax increases, in particular property tax rates, continue to
be common. From other sources, we also note that some local
governments have turned to alternative, one-shot revenue
sources, such as parking ticket amnesty programs, or entering
into joint ventures or enacting special tax levies to finance new
or existing programs or activities.
For years, state and local governments have been affected by ris-
ing employee health care costs. As cost-containment techniques,
many governments have increased employee cost share and re-
duced benefits. However, some governments are finding those
techniques less available because of the provisions of labor con-
tracts and because cost shifting may reduce productivity and per-
formance levels and be a barrier to attracting and retaining
employees. They are, therefore, exploring alternatives, such as
moving to self insurance, implementing mail-order prescription
drug plans (including plans involving imported drugs), and
merging plans with neighboring governments.
State and local governments historically have offered more-gener-
ous pension benefits than have private-sector employers. Many of
them have retained defined benefit pension plans rather than
converting to defined contribution plans. As the baby-boomer
generation enters retirement and because of benefit provisions
that make early retirement attractive, defined benefit plans are
tasked with paying out increasing amounts, which, combined
with past underfunding and continuing low investment returns,
may present some challenges. Further, some jurisdictions have in-
stituted arrangements in which employees “retire” but continue
to work, with their monthly retirement benefits placed into an
2
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3interest-bearing escrow account. Problems with these “deferred
retirement option plans” (DROPs) have arisen when the interest
rate guaranteed on the escrow account exceeded market rates.
Each year, we discuss the state of the economy to help you con-
sider, when planning and performing audit procedures, how a
government’s economic situation could affect the components of
audit risk. This year, as in the past few years, you may need to
give increased attention to the budgeting, financing, and finan-
cial reporting techniques that governments might use to avoid
the appearance of deficit financial positions.
Help Desk—The Rockefeller Institute of Government has a
new Internet site, Rockefeller Fiscal Studies, with data and
analyses on state and local governments’ finances. The site, at
rfs.rockinst.org, includes updated data and more reports on
governmental finances than previously available on the Insti-
tute’s Gateway to State and Local Government Information
Internet site.
Internet Taxation
The Internet Tax Nondiscrimination Act (the Act) (Public Law
[P.L.] 108-357, December 3, 2004) bans new Internet access
taxes and new, multiple, and discriminatory taxes on electronic
commerce (Internet sales) until November 1, 2007. The Act ex-
tends a similar law that expired in 2003 and delays the ongoing
dispute between those who want to make the moratorium per-
manent and those who say it unjustly causes state and local gov-
ernments to lose billions of revenue dollars annually because of
untaxed Internet sales.
Regulatory, Legislative, and Other Developments
Internal Revenue Service Activities
Internal Revenue Service (IRS) activities might affect the finan-
cial statement audits of your state and local government clients.
Noncompliance with federal tax requirements could have a direct
and material effect on the determination of financial statement
amounts. In addition, changes in U.S. Department of the Trea-
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sury (Treasury) and IRS regulations, some of which we highlight
below, might result in changes in a government’s activities.
Help Desk—You can find a wealth of information on the IRS
Internet site (www.irs.gov). That site provides separate pages
for state and local governments (www.irs.gov/govts), Indian
tribal governments (www.irs.gov/tribes), tax-exempt bonds
(www.irs.gov/bonds), and employee retirement plans (www.
irs.gov/ep).
The IRS is taking a service-wide approach to addressing “abusive”
tax avoidance transactions—violations of the Internal Revenue
Code (IRC) that evade income taxes. Although state and local
governments generally do not pay income taxes, they may be in-
volved with abusive tax avoidance transactions through the use of
their tax-exempt status or as employers. Following are two such
transactions auditors should be aware of:
• An arrangement that effectively sells a depreciation benefit
to a taxable entity in exchange for some compensation,
also known as a SILO (sale in/lease out) or LILO (lease
in/lease out) transaction. (A later portion of this section ti-
tled “Tax Exempt Bonds” further discusses SILOs.)
• “Double dip” employee benefit systems, which purport to
allow a benefit on a pre-tax basis and a tax-free reimburse-
ment for the same expense.
Help Desk—The June 2004 and December 2004 editions of
the IRS’s quarterly electronic Federal, State and Local Govern-
ments Newsletter (FSLG Newsletter) presented articles on these
matters. You can access and subscribe to that newsletter by
choosing the FSLG Newsletter option (under “Related Top-
ics”) at www.irs.gov/govts.
Employment Issues
Compliance Activities. In last year’s Alert we told you that the Tax
Exempt and Governmental Entities (TE/GE) Division’s office of
Federal, State, and Local Governments (FSLG) planned to imple-
ment a Voluntary Compliance Agreement Program (VCAP) for
employment tax issues for government. Since then, FSLG de-
4
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5cided not to implement a governmental employer-unique VCAP.
FSLG has stated, however, that it will continue to work one-on-
one with governmental employers on particular issues and feed
what it learns from that process into further educational materials
and procedural improvements.
Publication 963. The IRS has issued an online revision of Publi-
cation 963, Federal-State Reference Guide, which is a comprehen-
sive guide to social security, Medicare, and Federal Insurance
Contribution Act (FICA) tax withholding issues. Publication 963
discusses Section 218 of the Social Security Act (see below) and
how it applies to different governments in various situations. It
also discusses fringe benefit issues and provides information and
points of contacts for the IRS, the Social Security Administration
(SSA), and the National Conference of State Social Security Ad-
ministrators (NCSSSA).
Help Desk—Publication 963 is on the Internet at www.irs.
gov/pub/irs-pdf/p963.pdf. Other helpful sources for informa-
tion about employment taxes are the SSA’s state and local gov-
ernment employers Internet page at www.ssa.gov/slge and the
SSA/IRS Reporter, a quarterly newsletter published by the IRS
Small Business/Self-Employed Communications Office, at
www.irs.gov/businesses/small/article/0,,id=109886,00.html.
Section 218. A Section 218 agreement is an irrevocable, volun-
tary agreement between a state and the SSA to provide social se-
curity and Medicare hospital insurance (HI) or Medicare
HI-only coverage for state and local government employees. Each
state has a designated official (a State Social Security Administra-
tor) who administers the state’s Section 218 agreement; provides
governmental employers with information and advice about so-
cial security, Medicare, and FICA tax withholding; and acts as a
liaison between state and local government employers and the
SSA and IRS. 
Help Desk—The State Administrator is the first person to call
for any questions relating to social security and Medicare cov-
erage under a Section 218 agreement. The NCSSSA Internet
site at www.ncsssa.org contains a listing of State Social Security
Administrators and other relevant information. 
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Publication 4268. In October 2004, the IRS issued an online
version of Publication 4268, Employment Tax Desk Guide for In-
dian Tribal Governments. That publication discusses the tax treat-
ment of employees and contractors, the preparation and filing of
employment tax returns, and certain tribal-specific issues, such as
payments made from fishing rights-related activities and pay-
ments made to tribal council members.
Help Desk—Publication 4268 is at www.irs.gov/pub/irs-pdf/
p4268.pdf. You can access other tribal-specific publications,
including Publication 3908, Gaming Tax Law for Indian Tribal
Governments, and quarterly regional newsletters through the
IRS’s Indian tribal governments Internet page at www.irs.gov/
tribes. 
Military Service. Many governments have employees who are on
leave for military service. The payments made to such persons
while they are in military service with the U.S. Government or
active service with a state National Guard are not “wages” for ser-
vices performed in employment and are not subject to FICA or
Federal Unemployment Tax Act (FUTA) taxes or to federal in-
come tax withholding. Those payments are, however, income to
the individual and should be reported to that individual on a
Form 1099 MISC.
Help Desk—A later portion of this section titled “Department
of Labor Activities” also discusses matters relating to employees
in military service and veterans.
Payments for Signing or Ratifying a Contract or for Canceling a
Contract. The IRS issued Revenue Ruling 2004-109 (in Internal
Revenue Bulletin [IRB] 2004-50, dated December 13, 2004)
stating that amounts an employer pays as bonuses for signing or
ratifying a contract in connection with the establishment of the
employer-employee relationship are wages for purposes of FICA,
FUTA (if applicable), and federal income tax withholding. Rev-
enue Ruling 2004-110, in the same IRB, states that an amount
paid to an employee as consideration for canceling an employ-
ment contract and relinquishing contract rights is wages for pur-
poses of FICA taxes, FUTA taxes (if applicable), and federal
income tax withholding.
6
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7Help Desk—You can access the IRBs at www.irs.gov/businesses/
lists/0,,id=98230,00.html. 
Taxation of Benefits for Volunteers. Many state and local govern-
ments provide incentives to emergency response volunteers in the
form of relief from certain taxes. For example, a city may give its
volunteer firefighters a reduced property tax rate. The IRS has
concluded that property tax abatements and exemptions pro-
vided to volunteers in exchange for services are subject to federal
income tax. If the volunteers also are employees, the taxable
amounts constitute wages that are subject to FICA taxes, FUTA
taxes (if applicable), and federal income tax withholding.
Help Desk—The June 2004 edition of the FSLG Newsletter
presented an extensive article on this matter. 
Student Exception to FICA Tax. In the December 21, 2004, Fed-
eral Register (69 FR 76404), the Treasury and IRS published final
regulations on the student exception to FICA tax. The IRS also
published Revenue Procedure 2005-11 (in IRB 2005-2, dated
January 10, 2005) to provide “safe harbor” rules consistent with
those regulations. The regulations provide that service performed
in the employ of a school, college, or university (SCU) by a stu-
dent who is enrolled and regularly attending classes at the SCU is
exempt from FICA and FUTA taxes. The regulations also provide
requirements for determining whether an organization is a SCU
and whether an employee is a student. The regulations and pro-
cedure are effective for services performed on or after April 1,
2005. 
Form 941. The IRS redesigned Form 941, “Employer’s Quarterly
Federal Tax Return,” to reduce common errors and preparation
and filing burdens. The redesigned form is for use starting for the
first quarter of 2005. 
Tax Exempt Bonds
Compliance Activities. The TE/GE’s office of Tax Exempt Bonds
(TEB) is devoting substantial resources to identifying, analyzing,
and examining potentially abusive bond transactions. The June
2004 FSLG Newsletter discussed several such types of transac-
tions, including pooled financings where substantial amounts of
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the proceeds were not loaned; certain types of escrow securities
transactions that divert arbitrage earnings or reduce yield (such as
put options purchased simultaneously with the purchase of es-
crow securities in connection with advance refunding bonds);
and excessive investment broker fees. More recent comments by
TEB personnel indicate that these concerns are just as strong now
as they were then.
Auditors of entities with bond transactions of a type that the IRS
is identifying as potentially abusive should consider the effect of
those transactions on their risk assessment process, even if the au-
ditee is not undergoing or facing an IRS audit. For example, if
the auditee has a pooled financing, the auditor should consider
evaluating whether most of the proceeds were loaned and, if not,
the potential effects of that condition on the financial statement
audit. If there is an IRS audit, the auditor should consider asking
whether the IRS agents have used phrases such as “abusive trans-
action” or “Section 6700 investigation” in discussing that audit,
which could signal a possible financial statement effect. (IRC sec-
tion 6700 is used to penalize persons—usually promoters, orga-
nizers, sellers, and professional advisers, but potentially including
issuer officials—involved in the dissemination of abusive tax shel-
ters and other abusive tax avoidance schemes.)
Help Desk—In Alerts for the past few years, we discussed in
detail bond transactions that concern the IRS, including yield
burning, arbitrage, and the appropriate use of bond proceeds.
Those continue to be of concern to the IRS and you should
consider reviewing those discussions.
Publication 4078. TEB has a new publication outlining the fed-
eral tax rules and filing requirements applicable to qualified pri-
vate activity bonds, which are tax-exempt bonds issued by a state
or local government used for a defined qualified purpose by an
entity other than the issuer (the “conduit borrower”). Publication
4078, Tax-Exempt Private Activity Bond Compliance Guide, is
available in printed and electronic versions. It complements pub-
lications 4077, Tax-Exempt Bonds for 501(c)(3) Charitable Orga-
nizations, and 4079, Tax-Exempt Governmental Bonds Compliance
Guide, both issued within the last couple of years.
8
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9Help Desk—Publications 4077, 4078, and 4079 are at www.
irs.gov/pub/irs-pdf/p4077.pdf, www.irs.gov/pub/irs-pdf/p4078.
pdf, and www.irs.gov/pub/irs-pdf/p4079.pdf respectively.
Leasing Transactions. Among its extensive provisions, the Ameri-
can Jobs Creation Act of 2004 (P.L. 108-357, October 22, 2004)
limits the deductibility of property leased by companies head-
quartered in the United States to a tax-exempt entity (which for
this purpose includes state and local governments), ending the fi-
nancial incentives for those companies to enter into so-called
SILO (sale in/lease out) transactions, which are sale-leaseback
arrangements. Generally, those provisions are effective for leases
entered into after March 12, 2004. The limitations on SILO
transactions will reduce the market for the transactions and you
may find your auditees exploring or entering into other arrange-
ments to replace that lost financing opportunity.
Help Desk—Further to the legislation discussed above, the
IRS issued Notice 2005-13 (in IRB 2005-09, dated February
28, 2005) informing taxpayers that the IRS will challenge the
purported tax benefits claimed by taxpayers entering into earlier
SILO transactions on a number of grounds. It further states that
many SILOs are “listed transactions,” thus labeling them as abu-
sive tax shelters and requiring special reporting of the transac-
tions by taxpayers and those who promote them. The provisions
of Notice 2005-13 are effective February 11, 2005. 
Information Returns. All governments that issue tax-exempt
obligations are required to file with the IRS information returns
(Form 8038, “Information Return for Tax-Exempt Private Activ-
ity Bond Issues,” Form 8038-G, “Information Return for Tax-
Exempt Governmental Obligations,” and Form 8038-GC,
“Information Return for Small Tax-Exempt Governmental Bond
Issues, Leases, and Installment Sales,” as applicable). Failure to
file the required return may cause interest on the obligation to be
taxable. For purposes of those filings, tax-exempt obligations in-
clude installment purchase agreements and financial leases in
which the interest is tax-exempt to the recipient. Governments
may acquire equipment, such as vehicles and office equipment, in
this manner. Sometimes governments are not aware that vendors
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have structured the transaction as a lease with an installment sale
component and that the transaction is reportable as a tax-exempt
obligation. Auditors should consider evaluating whether new
lease arrangements are tax-exempt obligations and whether the
government is aware of its information-reporting responsibilities.
Advance Refunding Escrow Investments. Traditionally, every se-
curity in a defeasance escrow for an advance refunding of debt is
bought at closing and scheduled to mature when debt payments
are due. In that situation, all that is required of the trustee is to re-
ceive payments on the investments and make payments on the
defeased bonds. Sometimes, however, the escrow will contain in-
vestments that mature before the moneys are needed for a pay-
ment, with the intent that the moneys from those maturing
investments be reinvested in a special zero-yielding investment
(available from the Bureau of the Public Debt through the State
and Local Government Series program) in the intervening pe-
riod. Trustees have been known to overlook the reinvestment re-
quirement, leaving the money uninvested for the intervening
period. Uninvested cash may not be treated as a zero-yielding in-
vestment; as a result, the aggregate yield on the escrow is higher
than originally anticipated and may exceed the allowable limit
under the IRC. The IRS has begun to take notice this past year of
those sorts of failures, and auditors should consider evaluating
whether trustees have properly reinvested the proceeds of such
maturing escrow investments.
Form 8038-T. In January 2005, the IRS redesigned Form 8038-
T, “Arbitrage Rebate, Yield Reduction and Penalty in Lieu of Ar-
bitrage Rebate.” The redesigned form asks for additional
information that may help the IRS identify potentially abusive
transactions.
Employee Plans
In 2004, the IRS launched Retirement News for Employers, a
newsletter designed for employers. That newsletter, and the long-
standing newsletter for retirement plan practitioners, Employee
Plan News, will help you keep up-to-date with employee plan is-
sues and changes in IRS requirements. 
10
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Help Desk—You can subscribe to and access back issues of
these online publications through the Employee Plan (EP) In-
ternet page at www.irs.gov/ep. Further, Federal law provides
for dollar limitations on contributions to qualified retirement
plans. A listing of those limits is on the IRS Internet site at www.
irs.gov/retirement/article/0,,id=96461,00.html. 
Help Desk—See also the discussion about proposed regula-
tions under the Uniformed Services Employment and Reem-
ployment Rights Act of 1994 in a later portion of this section
titled “Department of Labor Activities.”
Minimum Distributions From Defined Benefit Plans. In the June
15, 2004, Federal Register (69 FR 33288), the Treasury and IRS
issued final regulations on minimum distribution requirements
for defined benefit pension plans, including governmental plans.
The regulations may require changes to the distribution options
offered by some plans, although all forms of distribution that a
governmental plan offered as of April 17, 2002, are grandfathered
unless they do not meet the minimal standard of representing a
reasonable, good faith interpretation of IRC section 401(a)(9).
Section 457 Plans. IRS Revenue Procedure 2004-56 (in IRB
2004-35, dated August 30, 2004) provides model amendments
that state or local governmental employers may use to amend or
draft their eligible section 457(b) plans to reflect the require-
ments of IRC section 457 and the regulations thereunder.
The American Jobs Creation Act of 2004 (P.L. 108-357, October
22, 2004) includes radical changes in the tax rules for nonquali-
fied deferred compensation plans. Notice 2005-1 (in IRB 2005-
2, dated January 10, 2005) confirms that the new law (codified in
IRC section 409A) applies to section 457(f ) deferred compensa-
tion plans, although section 457(b) eligible deferred compensa-
tion plans are exempted. Employers that provide deferred
compensation taxable under section 457(f ) need to review those
arrangements by the end of 2005 and make any necessary con-
forming changes. There are severe penalties, including a 20 per-
cent penalty tax, for violations. 
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403(b) Plans. In the November 16, 2004, Federal Register (69 FR
67075), the Treasury and IRS published proposed regulations
under IRC section 403(b) that will broadly revamp the rules gov-
erning tax-sheltered annuities and custodial accounts. The pro-
posal will not be effective until issued in final form. Among the
important areas covered are a new “written plan” requirement for
section 403(b) plans; controlled group rules for tax-exempt enti-
ties; continuation of contributions after separation from service;
transfers of funds from 403(b) plans to qualified plans for the
purpose of purchasing past service credit; termination of 403(b)
plans; and minimum distribution requirements. 
The proposed regulations cited above and temporary regulations in
the same Federal Register (69 FR 67054) also address mandatory
salary reduction contributions to section 403(b) plans, stating that
those contributions are subject to FICA taxes, just like voluntary
salary reductions. That has been the traditional IRS position but
has been disputed by some employers. A number of governmental
employers, particularly state university systems, have plans of this
sort. Those that have previously been excluding mandatory salary
reductions from FICA taxes will need to revisit their practices. 
401(k) Plan Regulations. In the December 29, 2004, Federal Reg-
ister (69 FR 78144), the Treasury and IRS issued final regulations
under section 401(k), effective for plan years beginning after De-
cember 31, 2005. Those regulations will be of interest to govern-
mental employers with grandfathered 401(k) plans. They consist
primarily of updates to reflect legislative changes and should have
little substantive impact on plan administration. 
Automatic Rollovers. Notice 2005-5 (in IRB 2005-3, dated Janu-
ary 18, 2005) provides guidance on the automatic rollover rules
under IRC section 401(a)(31)(B). The notice, which applies to
governmental plans, including qualified section 403(b) and sec-
tion 457(b) plans, provides that mandatory plan distributions in
excess of $1,000 be rolled over automatically into an employer-
established individual retirement account when the distributee
cannot be located or does not affirmatively elect a direct distribu-
tion. The rule is effective March 28, 2005, but governmental
12
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plans do not have to comply until the close of the first session be-
ginning on or after January 1, 2006, of the legislative body that
has the authority to adopt plan amendments.
Department of Labor Activities
Overtime Pay Regulations
In the April 23, 2004, Federal Register (69 FR 22260), the U.S. De-
partment of Labor (DOL) revised the Fair Labor Standards Act
(FLSA) regulations at 29 Code of Federal Regulations (CFR) 541
that define the salary and duties tests used to determine which em-
ployees are entitled to overtime pay. The rules, referred to as the
“FairPay Initiative,” are effective August 23, 2004, and automati-
cally allow overtime pay for employees earning less than $455 a
week ($23,660 annually), an increase from $155 a week ($8,060
annually). Employees earning between $23,660 and $100,000 also
have to meet a “duties test”—that is, the employees have to per-
form duties that meet certain definitions of executive, administra-
tive, or professional employee—to be exempt from overtime pay.
Employees earning more than $100,000 per year have to satisfy an
abbreviated “duties test” to be exempt from overtime pay.
The exemptions from overtime pay for executive, administrative,
and professional employees do not apply to certain personnel,
such as law enforcement personnel; correctional, parole, or pro-
bation officers; fire fighters; or paramedics, emergency medical
technicians, or ambulance personnel. The exemptions from over-
time pay also do not apply to similar employees, regardless of
rank or pay level, who perform work such as extinguishing fires;
rescuing fire, crime, or accident victims; preventing or detecting
crimes; conducting investigations or inspections for violations of
law; or other similar work. Some governments may find that
some of their high-ranking law enforcement and fire fighter per-
sonnel who are dispatched to emergencies and engage in the
types of activities described above are entitled to overtime pay. 
Because of the revised rules, auditors may observe higher costs for
overtime pay in 2005. They also may want to consider whether
management has appropriately reclassified employees as nonex-
empt from overtime pay.
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Help Desk—The regulations and other information are at
www.dol.gov/esa/regs/compliance/whd/fairpay/main.htm.
Proposed Regulations Under the Uniformed Services
Employment and Reemployment Rights Act of 1994
In the September 20, 2004, Federal Register (69 FR 56226), the
DOL published proposed regulations under the Uniformed
Services Employment and Reemployment Rights Act of 1994,
as amended (USERRA) (38 United States Code [U.S.C.]
4301–4334). USERRA protects the employment and reemploy-
ment rights of Americans who are absent from civilian jobs to
serve in the United States military. The proposed regulations im-
plement USERRA consistent with the DOL’s interpretation of
the statute, and address, among other matters, its application to
employee benefit plans (including governmental plans). 
Help Desk—The Spring 2004 edition of the IRS’s Newsletter,
Retirement News for Employers, discusses some frequent issues
that arise concerning the reemployment of veterans and the
restoration of retirement plan benefits. That newsletter is at
www.irs.gov/retirement/article/0,,id=122823,00.html. 
Notice of Veterans’ Rights
In the March 10, 2005, Federal Register (70 FR 12106), the DOL
issued an interim final rule to implement a requirement of the
Veterans Benefits Improvement Act of 2004 (VBIA) (P.L. 108-
454, December 10, 2004) that amended USERRA. The VBIA
requires employers to provide a notice of the rights, benefits, and
obligations of employees and employers under USERRA. The
text of the required notice is included in the interim final rule.
Help Desk—The interim final rule and a poster copy of the
required notice are at www.dol.gov/vets. 
Equal Employment Opportunity Commission Activities
In last year’s Alert, we told you about the Equal Employment
Opportunity Commission’s (EEOC’s) proposed regulations to re-
verse the Erie County decision, which held that the Age Discrim-
14
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ination in Employment Act (ADEA) does not permit plans to re-
duce retiree health benefits to reflect Medicare eligibility. The
EEOC approved final regulations in April 2004, but publication
was delayed and on March 30, 2005, the District Court for the
Eastern District of Pennsylvania issued a permanent injunction
against the regulations, saying they are contrary to Congressional
intent and the plain language of the ADEA. The EEOC appealed
the ruling. If the Third Circuit rules unfavorably, the EEOC is
likely to take the issue to Congress. The proposed regulations
have strong support from both business and labor interests. Con-
sequently, it is expected to become law at some point. If auditees
provide differential health care benefits to retirees, auditors may
need to consider whether the effect of the court’s ruling has been
properly reflected in the entity’s financial statements. That may
require consultation with legal counsel.
Social Security Activities
Section 419(c) of the Social Security Protection Act of 2004 (P.L.
108-203, March 2, 2004) requires state and local government
employers that hire individuals for non-social security covered
positions on or after January 1, 2005, to provide those individu-
als with a disclosure that there may be possible reductions in their
future social security benefits from the application of the Govern-
ment Pension Offset Provision and the Windfall Elimination
Provision. For this purpose, the Social Security Administration
has developed Form SSA-1945, “Statement Concerning Your
Employment in a Job Not Covered by Social Security.” Employ-
ees should sign and submit the form to their employers; employ-
ers should submit the form to the retirement system that covers
the individual. Although the Act does not impose financial penal-
ties if a government fails to comply, the disclosure it requires can
help to reduce the confusion that governmental employees may
have about their retirement benefits.
Help Desk—The SSA’s Internet site, at www.socialsecurity.gov/
form1945, provides additional information about the disclo-
sure and links to an electronic copy of Form SSA-1945.
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The Public Company Accounting Oversight Board
The Sarbanes-Oxley Act of 2002 (the Act) (P.L. 107-204, July
30, 2002) directs the Public Company Accounting Oversight
Board (PCAOB) to establish auditing and related attestation,
quality control, ethics, and independence standards to be used by
registered public accounting firms in the preparation and is-
suance of audit reports of issuers.1 Governments are nonissuers,
and thus the Act does not subject their audits to PCAOB stan-
dards. However, some governments may choose to have an audit
conducted in accordance with PCAOB standards. Consequently,
the PCAOB Staff Questions and Answers Audits of Financial
Statements of Non-Issuers Performed Pursuant to the Standards of
the Public Company Accounting Oversight Board was issued on
June 30, 2004, to address the implications of PCAOB Auditing
Standard No. 1, References in Auditors’ Reports to the Standards of
the Public Company Accounting Oversight Board, as well as the Act
and other PCAOB rules for those engagements. That staff docu-
ment indicates that for those engagements, the auditor’s report
may refer to the auditing standards of the PCAOB (rather than to
all of its standards), and discusses the nature of the standards en-
compassed by such a reference. It also explains that if a nonissuer
elects to have its financial statements audited pursuant to the
PCAOB standards, it need not also have its internal control over
financial reporting audited pursuant to PCAOB Auditing Stan-
dard No. 2, An Audit of Internal Control Over Financial Reporting
Conducted in Conjunction with an Audit of Financial Statements. 
The AICPA addressed the reporting for such engagements in an
Interpretation of Statement on Auditing Standards (SAS) No. 58,
Reports on Audited Financial Statements (AICPA, Professional
Standards, vol. 1, AU sec. 508), as amended. Guidance on report-
ing under PCAOB standards also has been provided (1) in the
AICPA Audit Guide Government Auditing Standards and Circular
16
1. Issuers, as defined by the Sarbanes-Oxley Act of 2002 (the Act), and other entities
when prescribed by the rules of the Securities and Exchange Commission (SEC),
and their public accounting firms (who must be registered with the Public Com-
pany Accounting Oversight Board [PCAOB]) are subject to the provisions of the
Act, implementing SEC regulations, and the rules and standards of the PCAOB, as
appropriate. Nonissuer refers to any entity other than an issuer.
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A-133 Audits, (2) in the AICPA Audit and Accounting Guide
State and Local Governments, and (3) by the Government Ac-
countability Office (GAO). The section of this Alert titled “Audit
and Attestation Issues and Developments” discusses those efforts.
Help Desk—The PCAOB Staff Questions and Answers is at
www.pcaobus.org/Standards/Staff_Questions_and_Answers/
index.asp.
Continuing Disclosure Filings Under SEC Rule 15c2-12—
DisclosureUSA
Because of the Securities and Exchange Commission (SEC) Rule
15c2-12 (17 CFR 240.15c2-12), issuers and other obligated per-
sons of most municipal securities offerings over set dollar
amounts make “continuing disclosures” of annual financial infor-
mation and disclosures of certain, specific “material events.” In
the past, issuers and other obligated persons usually have submit-
ted documents with those disclosures in hardcopy format directly
to each of the nationally recognized municipal securities informa-
tion repositories (NRMSIRs) and applicable state information
depositories (SIDs).
In 2004, DisclosureUSA.org began operating as an Internet-
based “electronic post office” for those filings. Instead of mail-
ing numerous hard copies to NRMSIRs and SIDs, issuers and
other obligated persons and their dissemination agents may in-
stead submit documents in any computer file format to Disclo-
sureUSA.org at no charge. (Those that currently do not wish to
file electronic documents may instead file paper documents for a
small fee.) DisclosureUSA.org will send the filings to each NRM-
SIR and applicable SID. The SEC staff issued an Interpretative
Letter authorizing the use of DisclosureUSA.org to meet the con-
tinuing disclosure requirements, and encourages that use. The
SEC is expected to consider mandating the use of DisclosureUSA
for all Rule 15c2-12 filings.
Help Desk—Instructions for making electronic and paper fil-
ings are at www.DisclosureUSA.org. The SEC staff ’s Interpre-
tive Letter is at www.sec.gov/info/municipal/texasmac090704.
pdf.
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Auditors should consider advising their governmental clients that
are issuers and conduit borrowers to consider the use of Disclo-
sureUSA.org for their SEC Rule 15c2-12 filings. Although Dis-
closureUSA allows the submission of electronic documents in
any computer file format, the NRMSIRs and SIDS convert the
files to an Adobe® Acrobat® Portable Document Format (PDF)
before releasing them to requesting parties. Auditors should con-
sider recommending to auditees that they submit their filings to
DisclosureUSA in PDF to reduce the possibility of subsequent
data corruption. Auditors that help governments produce their fi-
nancial statements should consider using PDF. The PDF format
also facilitates the security of financial statements and other in-
formation that many governments post on their Internet sites.
The Check 21 Act
The Check Clearing for the 21st Century Act (P.L. 108-100, Oc-
tober 28, 2003) (the Check 21 Act or the Act), which became ef-
fective on October 28, 2004, introduces “substitute checks”—
paper reproductions of checks that include an image of the front
and back of the original check and that can be processed like an
original check. Once a bank creates a substitute check, it trun-
cates the original check; that is, it takes it out of circulation. The
substitute check contains a legend reading: “This is a legal copy
of your check. You can use it the same way you would use the
original check.” The Act states that substitute checks have all the
force and effect of the actual cleared check.
The use of copies of checks instead of the originals means banks
no longer have to transport checks throughout the country be-
cause they can electronically transmit substitute checks. Although
compliance with the Check 21 Act is voluntary, most banks are
expected to comply because of the significant cost savings for
them. Further, once one bank creates a substitute check, all
downstream banks in the clearing process have to use the substi-
tute check. The Act has the following implications:
• As banks begin to truncate checks, customers will see fewer
original checks as they are replaced by substitute checks.
Also, as banks begin to move towards electronic transmis-
18
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sion, the physical substitute checks will be replaced by elec-
tronic images. 
• Decreased processing time will reduce the “float time,” the
amount of time between when a customer writes a check and
when it clears. The Act does not affect deposit clearing rules.
While decreased processing time will reduce float time, the
length of time that a bank holds checks deposited before
crediting a customer’s account with the deposit will vary de-
pending on the customer’s relationship with the bank. 
• In disputes, substitute checks will be recognized as the
original by the courts, retailers, and other providers. 
Banks have never been required to return original checks to com-
mercial clients. The Check 21 Act does not specify what has to be
returned to the customer; that decision is left up to the bank. For in-
stance, a bank may simply send a monthly electronic list of checks
and the dates they cleared with links to the electronic check image.
However, a customer can require the bank to return a “substitute
check” if the customer needs a legal equivalent of the original check.
Some governments have compliance requirements that require
them to obtain and retain canceled checks. Management should
speak with their banks to determine what they will receive. Know-
ing what the bank will provide will enable management to revise, as
needed, its internal control over cash processes and to meet compli-
ance requirements. Management also should consider whether they
need to amend their service agreements with their banks.
In planning your audits, you should be aware of the Check 21
Act and consider how it may affect the nature, timing, and extent
of your audit procedures, especially if you identify the misappro-
priation of cash as a high fraud risk. Because substitute checks
have all the force and effect of the actual cleared check, you may
use them as evidential matter. In certain cases, an electronic check
image will suffice depending on your judgment and your assess-
ment of fraud risks.
Help Desk—A document that discusses the implications of
the Check 21 Act is on the AICPA Internet site at www.aicpa.
org/pubs/cpaltr/dec2004/implicate.htm. More information
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about the Check 21 Act, including frequently asked questions,
is at www.federalreserve.gov/paymentsystems/truncation/
default.htm. 
Audit and Attestation Issues and Developments
This section discusses relevant auditing and attestation standards
and proposals, Audit and Accounting Guides, and other guidance
that have been issued, revised, or become effective since the pub-
lication of last year’s Alert. For information on AICPA and Gov-
ernment Auditing Standards guidance issued subsequent to the
writing of this Alert, please refer to the AICPA Internet site at
www.aicpa.org/members/div/auditstd/technic.htm and the GAO
Internet site at www.gao.gov/govaud/ybk01.htm. You also may
look for announcements of newly-issued proposals and standards
in The CPA Letter, including the Members in Government Supple-
ment; the Journal of Accountancy; and the quarterly electronic
newsletter, “In Our Opinion,” issued by the AICPA’s Auditing
Standards team and at www.aicpa.org/members/div/auditstd/
opinion/index.htm.
Help Desk—You can obtain copies of AICPA standards and
other guidance by contacting the Service Center Operations at
(888) 777-7077 or on the Internet at service@aicpa.org. Gov-
ernment Auditing Standards and other GAO guidance is on the
Internet at www.gao.gov/govaud/ybk01.htm.
Recent AICPA Auditing Standards and Interpretations and 
Other Guidance
ASB Standards on the Internet
The AICPA is making available on its Internet site free of charge
the auditing and attestation standards and interpretations and
quality control standards promulgated by the Auditing Standards
Board (ASB). 
Help Desk—The ASB standards and interpretations are at www.
aicpa.org/members/div/auditstd/auth_lit_for_nonissuers.htm. 
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Interpretation to SAS No. 50
In January 2005, the ASB issued an interpretation of SAS No. 50,
Reports on the Application of Accounting Principles (AICPA, Profes-
sional Standards, vol. 1, AU sec. 625), as amended. Interpretation
No. 1, “Requirement to Consult With the Continuing Accoun-
tant” (AICPA, Professional Standards, vol. 1, AU sec. 9625.01–.09),
provides guidance about the need to consult with the continuing
accountant if an accountant in public practice, acting in the ca-
pacity of an advisory accountant, has been engaged by a nonis-
suer to assist management with recurring accounting matters.
Interpretations to SAS No. 58
In June 2004, the ASB issued two interpretations of SAS No. 58,
Reports on Audited Financial Statements (AICPA, Professional
Standards, vol. 1, AU sec. 508), as amended. Interpretation No.
17, “Clarification in the Audit Report of the Extent of Testing of
Internal Control Over Financial Reporting in Accordance With
Generally Accepted Auditing Standards” (AICPA, Professional
Standards, vol. 1, AU sec. 9508.85–.88), provides illustrative lan-
guage in the auditor’s report to clarify that an audit performed in
accordance with generally accepted auditing standards (GAAS)
does not require the same level of testing and reporting on inter-
nal control over financial reporting as an audit of an issuer for
whom Section 404(a) of the Sarbanes-Oxley Act of 2002 is ap-
plicable. Interpretation No. 18, “Reference to PCAOB Standards
in an Audit Report on a Nonissuer” (AICPA, Professional Stan-
dards, vol. 1, AU sec. 9508.89–.92), clarifies the applicability of
GAAS and provides illustrative language for a dual reference re-
porting situation in which the audit was conducted in accordance
with GAAS and also in accordance with the auditing standards of
the PCAOB.
Interpretations to SAS No. 62
SAS No. 62, Special Reports (AICPA, Professional Standards, vol.
1, AU sec. 623), as amended, establishes requirements for report-
ing on audits of financial statements that are prepared in confor-
mity with a comprehensive basis of accounting other than
generally accepted accounting principles (GAAP), known as other
ARA-SLGO5.QXD  7/7/05  2:57 PM  Page 21
comprehensive bases of accounting, or OCBOA. In January 2005,
the ASB modified two auditing interpretations and issued a new
auditing interpretation relating to SAS No. 62, as amended. One
of the new interpretations relates solely to insurance enterprises
and for that reason we will not cover it here. However, the other
revised interpretation and the new interpretation apply to all
OCBOA presentations.
The ASB revised Interpretation No. 14 and renamed it “Evaluat-
ing the Adequacy of Disclosure and Presentation in Financial
Statements Prepared in Conformity With an Other Comprehen-
sive Basis of Accounting (OCBOA)” (AICPA, Professional Stan-
dards, vol. 1, AU sec. 9623.90–.95), to clarify that it applies to all
OCBOA presentations, including financial statements prepared
in conformity with the requirements of a governmental regula-
tory agency. Previously the title and some of the guidance in In-
terpretation No. 14 implied that it only related to the cash,
modified cash, and income tax bases of accounting. However,
paragraphs 9 and 10 of SAS No. 62 (which are the paragraphs in-
terpreted by Interpretation No. 14) clearly indicate that the guid-
ance relating to evaluating the adequacy of disclosure and
presentation applies to all OCBOA presentations, including reg-
ulatory presentations. The title of the interpretation also was re-
vised to clarify that the guidance relates not only to disclosure but
also to presentation.
The new interpretation is Interpretation No. 15, “Auditor Re-
ports on Regulatory Accounting or Presentation When the Regu-
lated Entity Distributes the Financial Statements to Parties Other
Than the Regulatory Agency Either Voluntarily or Upon Specific
Request” (AICPA, Professional Standards, vol. 1, AU sec.
9623.96–.98). SAS No. 62 generally requires the auditor’s report
on financial statements that are prepared in conformity with re-
quirements of a governmental regulatory agency to be restricted
use. That is, a statement is added at the end of the report indicat-
ing that it is intended solely for the use of the entity and related
regulatory agencies. Interpretation No. 15 provides clarification
to paragraph 5(f ) of SAS No. 62 regarding the appropriate form
of the auditor’s report when the entity plans to distribute its reg-
22
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ulatory financial statements to parties other than the related reg-
ulatory agencies, either voluntarily or upon specific request. In
that circumstance, the Interpretation states that the auditor
should use the standard form of report modified as appropriate
because of the departures from GAAP and then in an additional
paragraph express an opinion on whether the financial statements
are presented in conformity with the regulatory basis of account-
ing. The interpretation also includes an illustrative auditor’s re-
port. An expanded illustrative report based on the Interpretation
also has been added to the AICPA Audit and Accounting Guide
State and Local Governments.
Many governments, especially smaller governments, present
OCBOA financial statements. Auditors of OCBOA financial
statements should consult Interpretation Nos. 14 and 15 and the
discussion of OCBOA in the AICPA Audit and Accounting
Guide State and Local Governments. 
Help Desk—The AICPA Practice Aid Applying OCBOA in
State and Local Governmental Financial Statements (product
no. 006614kk) provides guidance on preparing OCBOA fi-
nancial statements for state and local governments and on the
appropriate auditor reporting on those financial statements in
accordance with SAS No. 62, as amended, the interpretations,
and the Guide. To obtain this Practice Aid, call the AICPA at
(888) 777-7077 or go online at cpa2biz.com.
2005 Conforming Changes to Audit and Accounting Guides
State and Local Governments Guide. We have updated the
AICPA’s Audit and Accounting Guide State and Local Govern-
ments (the Guide) for conforming changes as of May 1, 2005. An
appendix in the Guide details all changes. Among the significant
changes, the updated Guide:
• Revises or adds information to alert auditors to (1) the is-
suance or effective dates of Governmental Accounting Stan-
dards Board (GASB) pronouncements through Statement
No. 46, Net Assets Restricted by Enabling Legislation, and
Technical Bulletin (TB) 2004-2, Recognition of Pension and
Other Postemployment Benefit Expenditures/Expense and Li-
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abilities by Cost-Sharing Employers; and (2) guidance in the
GASB staff ’s Comprehensive Implementation Guide—2004.
• Removes the guidance relating to the transition to GASB
Statement No. 34, Basic Financial Statements—and Man-
agement’s Discussion and Analysis—for State and Local Gov-
ernments, except the guidance relating to general infra-
structure assets. 
• Revises the guidance on auditor reporting on primary gov-
ernment-only financial statements to reflect the concept
expressed in the GASB staff ’s Comprehensive Implementa-
tion Guide—2004, items 4.115 and 4.116, that such fi-
nancial statements should supplement, not supplant,
reporting entity financial statements. The Guide now
states that if the entity has not also issued audited financial
statements for the reporting entity, the auditor’s report on
primary government-only financial statements should ex-
press opinions on the opinion units that are presented and
modify the opinion (usually as an adverse opinion) on the
missing aggregate discretely presented component unit
opinion unit. The Guide contains a new illustrative audi-
tor’s report illustrating that modification. The existing il-
lustrative report on primary government-only financial
statements has been revised to indicate that it applies to an
entity that also has issued audited reporting entity financial
statements. 
• Clarifies that in developing an opinion on the separately is-
sued GAAP-based fund or departmental financial state-
ments, the auditor considers whether the financial
statements include all relevant GAAP financial statements,
note disclosures, management’s discussion and analysis
(MD&A) topics, and other required supplementary infor-
mation (RSI).
• Discusses the effect of PCAOB standards and AICPA Au-
diting Interpretation Nos. 17 and 18 of SAS No. 58, as
amended, on the auditor’s report. It also illustrates the ef-
24
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fect of Interpretation No. 17 on the auditor’s report on the
financial statements. 
• Clarifies how the phrase “where applicable” should be used
in the auditor’s report on the financial statements in refer-
ences to cash flows. 
• Revises Chapter 15, “Comprehensive Bases of Accounting
Other Than Generally Accepted Accounting Principles,”
for the effects of Auditing Interpretation Nos. 14 and 15 of
SAS No. 62, as amended, by expanding guidance for audi-
tor reporting on regulatory basis financial statements and
adding a new illustrative auditor’s report on OCBOA fi-
nancial statements. Because most governments’ financial
statements and the auditor’s reports thereon are a matter of
public record by law, the auditor generally should consider
regulatory basis financial statements and accompanying
auditor’s reports to be available for public distribution ei-
ther voluntarily or upon request. Therefore, the auditor
generally should follow the guidance in SAS No. 1, Codifi-
cation of Auditing Standards and Procedures (AICPA, Profes-
sional Standards, vol. 1, AU sec. 544, “Lack of Conformity
With Generally Accepted Accounting Principles”), as
amended, in reporting on such regulatory financial state-
ments. SAS No. 1, section 544, requires the auditor to use
the standard form of report modified as appropriate be-
cause of the departures from GAAP, followed by an addi-
tional paragraph expressing an opinion (or opinions) on
whether the financial statements are presented in confor-
mity with the regulatory basis of accounting.
• Suggests that when the auditor has not included a provi-
sion in the terms of the engagement that would require au-
ditor association with official statements, the auditor
consider including in the terms of the engagement a re-
quirement that any official statements issued by the gov-
ernment with which the auditor is not associated clearly
indicate that the auditor is not associated.
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Help Desk—For copies of the Guide with conforming
changes through May 1, 2005 (product no. 012665kk), call
AICPA Member Service Center at (888) 777-7077. See also
the “References for Additional Guidance” section later in this
Alert.
Government Auditing Standards and Circular A-133 Audits
Guide. In 2004, we made significant conforming changes to the
AICPA Audit Guide Government Auditing Standards and Circular
A-133 Audits (the Guide) to reflect the provisions of the 2003 re-
vision to Government Auditing Standards, including changes to
the illustrative auditor’s reports. We revised the Government Au-
diting Standards linkage paragraph in the auditor’s report on the fi-
nancial statements to indicate, if applicable, that the Government
Auditing Standards report does not provide an opinion on internal
control over financial reporting or on compliance. Among the
changes to the Government Auditing Standards report were:
• A title change to “Report on Internal Control Over Finan-
cial Reporting and on Compliance and Other Matters.” 
• A reorganization of the report to present the section on in-
ternal control over financial reporting before the section
on compliance and other matters. The presentation was re-
versed because of the reversal of the discussion of internal
control and compliance in the 2003 revision of Govern-
ment Auditing Standards.
• An expansion of the compliance section to also discuss
“other matters”—certain fraud and abuse.
• A single reference to the management letter, if applicable,
instead of possible references in both the section on inter-
nal control over financial reporting and the section on
compliance and other matters.
• A revision of the definition of a material weakness to use
language more consistent with that in SAS No. 60, Com-
munication of Internal Control Related Matters Noted in an
Audit (AICPA, Professional Standards, vol. 1, AU sec. 325),
as amended.
26
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This year, we have updated the Guide for conforming changes as
of May 1, 2005. An appendix in the Guide details all changes.
Among the significant changes, the updated Guide:
• Discusses the GAO’s Internet Notice that provides guid-
ance on internal control reporting for audits conducted in
accordance with both Government Auditing Standards and
PCAOB standards. (A later portion of this section titled
“Government Auditing Standards Developments” discusses
that notice.) 
• Discusses the effect of PCAOB standards and AICPA Au-
diting Interpretation Nos. 17 and 18 of SAS No. 58, as
amended, on the auditor’s report, and illustrates the effect
of Interpretation No. 17 on the auditor’s report on the fi-
nancial statements. 
• Adds footnotes to alert auditors to the issuance of the
GAO’s Technical Amendment to the CPE Requirements of
the 2003 Revision of Government Auditing Standards, and
Guidance on GAGAS Requirements for Continuing Profes-
sional Education. (A later portion of this section titled
“Government Auditing Standards Developments” discusses
that amendment and guidance.)
• Revises the definition of reportable conditions in the illus-
trative Government Auditing Standards report to be more
consistent with the definition in SAS No. 60 (AU sec.
325.20), as amended.
Help Desk—For copies of the Guide with conforming
changes through May 1, 2005 (product no. 012745kk), call
AICPA Member Service Center at (888) 777-7077. See also
the “References for Additional Guidance” section later in this
Alert.
Effective Date of Report Changes in the Guides. Each year, con-
forming changes to AICPA Audit and Accounting Guides may
change the language in their illustrative auditor’s reports or add
new report examples. For example, as discussed in a previous por-
tion of this section titled “State and Local Governments Guide,” in
this year’s conforming changes to that Guide there are minor
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wording changes in almost all of the report examples, a new ex-
ample report for primary government-only financial statements,
and a significant change to and in the use of the previous example
report for primary government-only financial statements.
The intent always has been that new report language be used after
a Guide is issued. However, that has not always been understood
by Guide users. Consequently, this year we expanded the effective
date provisions in both of the Guides discussed above to state that
the auditing conforming changes made are effective for audits of
financial statements for which fieldwork is completed after its is-
suance, subject to the effective dates of the underlying authorita-
tive pronouncements.
Practice Alert 2004-1
The AICPA’s Professional Issues Task Force (PITF) develops
Practice Alerts to help auditors improve the efficiency and effec-
tiveness of their engagements. In November 2004, the PITF is-
sued Practice Alert 2004-1, Illegal Acts. The Practice Alert
provides guidance to auditors of nonissuers, including state and
local governments, about the extent of the consideration they
should give to the possibility of illegal acts by a client in an audit
of financial statements in accordance with GAAS. The alert dis-
cusses the auditor’s responsibility for detecting illegal acts that
have a direct or indirect effect on the financial statements; audit
procedures in the absence of specific information indicating the
existence of possible illegal acts; what should be done if the audi-
tor discovers possible illegal acts; disclosure of illegal acts to third
parties; reporting considerations; and documentation. 
Help Desk—A listing of and access to the AICPA’s Practice
Alerts is at www.aicpa.org/members/div/auditstd/pract_alerts.
asp.
Government Audit Committee Toolkit
The AICPA’s Audit Committee Effectiveness Center is a Web-
based source of resources to assist audit committees in their role
in the corporate governance process. In the summer of 2005, the
AICPA staff expects to add to that site a government-specific
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audit committee toolkit. The government-specific toolkit is ex-
pected to be similar in format and content to the AICPA Audit
Committee Toolkit that is on that site, but will be tailored for the
governmental environment and common governmental activities
and transactions. You may wish to suggest the use of the toolkit
and other resources on the Audit Committee Effectiveness Cen-
ter’s site to your audit clients.
Help Desk—The AICPA’s Audit Committee Effectiveness Cen-
ter Web site is at www.aicpa.org/audcommctr/homepage.htm. 
Recent AICPA Attestation Interpretation
In December 2004, the AICPA issued an interpretation to Chapter
1, “Attest Engagements,” of Statement on Standards for Attestation
Engagements (SSAE) No. 10, Attestation Standards: Revision and
Recodification (AICPA, Professional Standards, vol. 1, AT sec. 101),
as amended. Interpretation No. 6, “Reporting on Attestation
Engagements Performed in Accordance With Government Audit-
ing Standards” (AICPA, Professional Standards, vol. 1, AT sec.
9101.56–.58), explains how an attestation report should be modi-
fied when an engagement is conducted in accordance with Govern-
ment Auditing Standards. Those modifications include a reporting
of matters—certain deficiencies in internal control, fraud, non-
compliance, and abuse—as required by Government Auditing Stan-
dards. The Interpretation also provides an illustrative attestation
report.
Proposed AICPA Auditing and Attestation Standards
Help Desk—Exposure drafts (EDs) of proposed SASs and
SSAEs are at www.aicpa.org/members/div/auditstd/drafts.htm.
Proposed SAS on Audit Documentation
In March 2005, the ASB issued an ED of a proposed SAS, Audit
Documentation, that would supersede and be significantly more
specific than SAS No. 96, Audit Documentation (AICPA, Profes-
sional Standards, vol. 1, AU sec. 339). The ASB believes the pro-
posed standards will improve audit practice and are responsive to
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issues raised by regulators and others who use and rely on audited
financial statements of nonissuers. The proposed SAS would re-
quire the auditor, when preparing audit documentation, to con-
sider the needs of an “experienced auditor” having no previous
connection with the audit to understand the procedures per-
formed, the evidence obtained, and the specific conclusions
reached, similar to an audit documentation requirement in Govern-
ment Auditing Standards. The proposed SAS provides enhanced
guidance concerning matters that should be documented and the
retention of documentation, and requires the auditor to document
audit evidence that is contradictory or inconsistent with the final
conclusions and how the auditor addressed the contradiction or in-
consistency. The ED also proposes to amend SAS No. 1 (AICPA,
Professional Standards, vol. 1, AU sec. 530, “Dating of the Indepen-
dent Auditor’s Report”), as amended, to require that the auditor’s
report not be dated earlier than the date on which the auditor has
obtained sufficient competent audit evidence to support the opin-
ion on the financial statements. Further, it proposes to amend SAS
No. 95, Generally Accepted Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150), as amended, to require audit docu-
mentation justifying a departure from the SASs.
Proposed SAS and SSAE Defining Professional Requirements
In March 2005, the ASB issued a combined ED of a proposed
SAS, Defining Professional Requirements in Statements on Auditing
Standards, and a proposed SSAE, Defining Professional Require-
ments in Statements on Standards for Attestation Engagements. The
ED defines the terminology the ASB will use to describe the de-
grees of responsibility that the requirements impose on the auditor
or the practitioner. For example, the ED states that a requirement
is indicated by the words “must” or “is required.” It adds that the
auditor or practitioner is required to comply with a presumptive
requirement—one indicated by the word “should”—in all cases in
which the circumstances exist to which the presumptive require-
ment applies. In rare circumstances, the auditor or practitioner
may depart from a presumptive requirement provided the auditor
documents the justification for departure and how alternative pro-
cedures performed in the circumstances were sufficient to achieve
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the objectives of the presumptive requirement. The ED proposes
to apply the provisions of the Statements to existing SASs and
SSAEs. The specific terms used to define professional require-
ments in the proposed SAS are not intended to apply to interpre-
tive publications issued under the authority of the ASB, such as
auditing Interpretations of the SASs, auditing guidance included
in AICPA Audit and Accounting Guides, and AICPA auditing
Statements of Position.
Proposed SASs Related to Risk Assessment
In June 2005, the ASB issued a revised ED proposing eight SASs
relating to the auditor’s risk assessment process. (The original ED
was issued in December 2002.) The ASB believes that the require-
ments and guidance it proposes, if adopted, would result in a sub-
stantial change in audit practice and in more effective audits. The
primary objective of the proposed SASs is to enhance auditors’ ap-
plication of the audit risk model in practice by requiring:
• A more in-depth understanding of the entity and its envi-
ronment, including its internal control, to identify the
risks of material misstatement in the financial statements
and what the entity is doing to mitigate them.
• A more rigorous assessment of the risks of material mis-
statement of the financial statements based on that under-
standing.
• Improved linkage between the assessed risks and the na-
ture, timing, and extent of audit procedures performed in
response to those risks.
The proposed SASs will establish standards and provide guidance
concerning the auditor’s assessment of the risks of material mis-
statement in a financial statement audit, and the design and per-
formance of audit procedures whose nature, timing, and extent
are responsive to the assessed risks. Additionally, they will estab-
lish standards and provide guidance on planning and supervision,
the nature of audit evidence, and evaluating whether the audit ev-
idence obtained affords a reasonable basis for an opinion regard-
ing the financial statements under audit. The ASB anticipates
issuing final standards by the end of 2005. 
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Other AICPA Auditing and Attestation Projects
Upcoming Proposed SAS, Communication of Internal Control
Related Matters Noted in an Audit
The ASB is planning to soon issue a revised ED of a proposed
SAS to supersede SAS No. 60, Communication of Internal Control
Related Matters Noted in an Audit (AICPA, Professional Standards,
vol. 1, AU sec. 325), as amended. The proposed SAS will likely:
• Replace the term reportable condition with the term signifi-
cant deficiency, and define the terms significant deficiency
and material weakness consistent with the definitions of
those terms in PCAOB standards.
• Address the effect of multiple individually insignificant de-
ficiencies that have a common theme.
• Require the auditor to report in writing to management and
those charged with governance significant deficiencies, iden-
tifying those that are considered to be material weaknesses, if
applicable. (Reporting will be required even if the matters
have been reported in connection with previous audits.) 
Other Upcoming Proposals
ASB projects that may see EDs of proposed auditing and attesta-
tion standards released in the remainder of 2005 concern revisions
of SAS No. 58, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 508), as amended, and Chap-
ter 5, “Reporting on an Entity’s Internal Control Over Financial
Reporting,” of SSAE No. 10, Attestation Standards: Revision and
Recodification (AICPA, Professional Standards, vol. 1, AT sec. 501).
Auditors should remain alert to progress on those projects.
Government Auditing Standards Developments
GAO Name Change
The GAO’s legal name has changed from the General Accounting
Office to the Government Accountability Office. The change is the
result of the GAO Human Capital Reform Act of 2004 (P.L. 108-
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271, July 7, 2004) and is intended to better reflect the modern
professional services organization the GAO has become. 
Applicability of Government Auditing Standards
We are sometimes asked when state and local governments are re-
quired to have a financial statement audit conducted in accor-
dance with Government Auditing Standards. Government Auditing
Standards applies to the audits of governmental entities, pro-
grams, activities, and functions when required by statute or other
mandates or when auditors hold themselves out as following
those standards. The Single Audit Act Amendments of 1996 and
Office of Management and Budget Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations (Circular
A-133), require the use of Government Auditing Standards. Other
laws, regulations, agreements, contracts, or other authoritative
sources could require the use of Government Auditing Standards as
well. In particular, state and local laws and regulations may re-
quire auditors of state and local governments to follow Govern-
ment Auditing Standards. For example, rules of the Florida
Auditor General adopt Government Auditing Standards as the
standards for auditing local governments pursuant to Florida law.
We also are sometimes asked about possible sources of informa-
tion for determining whether an auditee that is not subject to a
Circular A-133 audit is required to have an audit conducted in
accordance with Government Auditing Standards. Sources to
check for such audit requirements could include the state CPA
society, the State Board of Accountancy, the auditee, and the state
auditor or other state official with audit oversight responsibility.
Continuing Professional Education Requirements
In April 2005, the GAO issued Technical Amendment to the CPE
Requirements of the 2003 Revision of Government Auditing Stan-
dards (the amendment) and Guidance on GAGAS Requirements
for Continuing Professional Education (CPE Guidance). The provi-
sions of those requirements are effective for continuing profes-
sional education (CPE) measurement periods beginning on or
after June 30, 2005, with early application encouraged.
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The amendment, which amends paragraph 3.45 of Government
Auditing Standards, creates a partial exemption from the Govern-
ment Auditing Standards CPE requirement for certain auditors
created in the 2003 revision of Government Auditing Standards. It
provides that every two years, each auditor (whether certified or
not) performing audits in accordance with Government Auditing
Standards who (1) is involved in planning, directing, or reporting
on the audit or attestation engagement, or (2) charges at least 20
percent annually of his or her time to audits and attestation en-
gagements following Government Auditing Standards, should
complete at least 80 credit hours of training that directly en-
hances the person’s professional proficiency to perform audits or
attestation engagements. It continues to require that at least 20 of
those hours be completed in each year of the two-year period.
Auditors solely performing fieldwork and not planning, direct-
ing, or reporting on audit or attestation engagements should re-
ceive at least 24 hours of training every two years in subjects
directly related to government auditing, the government environ-
ment, or the specific or unique environment in which the audited
entity operates, but are exempt from the remainder of the 80-
hour requirement. 
The amendment also deletes footnote 35 to paragraph 3.45 of
Government Auditing Standards, which provides that individual
auditors have two years from the date they start an audit or attes-
tation engagement conducted under Government Auditing Stan-
dards to comply with the CPE requirements. Instead CPE
Guidance states that auditors hired or assigned to a Government
Auditing Standards audit or attestation engagement after the be-
ginning of an audit organization’s two-year CPE period should
complete a prorated number of CPE hours. The required number
of prorated hours is calculated based on the number of full six-
month intervals remaining in the CPE period. 
CPE Guidance replaces the 1991 Interpretation of Continuing Ed-
ucation and Training Requirements and the GAO’s Internet Notice
issued in March 2004 that amended paragraph 46 of the Inter-
pretation. Among its contents, CPE Guidance expands upon the
topics and subjects listed in Government Auditing Standards in
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which training may contribute to auditors’ professional profi-
ciency to perform audit or attestation engagements. It also dis-
cusses and provides examples of training topics and subjects
directly related to government auditing, the government environ-
ment, or the specific or unique environment in which the audited
entity operates for purposes of the 24-hour requirement. Notable
in that discussion is that such subjects may include training on
AICPA SASs for fieldwork and reporting and AICPA SSAEs.
CPE Guidance also covers topics addressed in the March 2004 In-
ternet Notice. Consequently, CPE Guidance states that some tax
services are not related to the subject matter of audits performed
in accordance with Government Auditing Standards and, accord-
ingly, course work in taxation qualifies as Government Auditing
Standards CPE only when applicable to the subject matter of an
audit or attestation engagement. CPE for tax services does not
automatically qualify as Government Auditing Standards CPE.
CPE Guidance provides examples of when tax training would and
would not qualify as Government Auditing Standards CPE. 
Until the requirements of CPE Guidance become effective or are ap-
plied early, an audit organization is subject to the requirements of
the 1991 CPE Interpretation and the March 2004 Internet Notice.
Audit organizations should adopt CPE Guidance in its entirety.
Government Auditing Standards Audits in Accordance With
PCAOB Standards
In May 2005, GAO posted an Internet Notice titled Guidance on
Complying with Government Auditing Standards Reporting Re-
quirements for the Report on Internal Control for Audits of Certain
Entities Subject to the Requirements of the Sarbanes-Oxley Act of 2002
and Government Auditing Standards. Although state and local
governments are nonissuers, you may have other auditees that are
issuers and that are subject to an audit in accordance with Govern-
ment Auditing Standards. Such issuers may include, for example,
lending institutions that participate in federally-sponsored loan
programs such as housing and education. The AICPA Audit Risk
Alert Government Auditing Standards and Circular A-133 Audits—
2005 discusses the provisions of that Internet Notice.
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Help Desk—The Internet Notice is at www.gao.gov/govaud/
ybk01.htm. 
Reference to Other Auditors in the Government Auditing
Standards Report
Sometimes, auditors refer to the reports of other auditors in their
reports on the financial statements, but not in their Government
Auditing Standards reports. Footnotes to the introductory para-
graph of the Government Auditing Standards reports in the
AICPA Audit Guide Government Auditing Standards and Circular
A-133 Audits state that the paragraph should describe any depar-
ture from the standard report on the financial statements and
provide examples of such departures, including references to the
reports of other auditors. The AICPA’s State and Local Govern-
ment Expert Panel believes the Guide should provide additional
guidance about that requirement, including illustrative wording
in the Government Auditing Standards report for a reference to
other auditors. The Expert Panel also will be considering various
related issues, such as the extent to which and under what cir-
cumstances, if any, principal auditors should include the findings
of other auditors in their own Government Auditing Standards re-
ports. Those changes would be made in a future edition of the
Guide. Pending that guidance, we want to suggest that auditors
ensure that they have referred to the work of other auditors in
their Government Auditing Standards reports when their financial
statement reports refer to the work of other auditors. 
Ethics Requirements and Proposals
Interpretation No. 101-3
In last year’s Alert, we discussed the revised requirements of
AICPA Ethics Interpretation No. 101-3, “Performance of Nonat-
test Services,” under Rule 101, Independence (AICPA, Professional
Standards, vol. 2, ET sec. 101.05), that members should meet to
perform nonattest services for an attest client without impairing
independence with regard to that client. Concerning the docu-
mentation requirement in that Interpretation, in 2004 the
AICPA’s Professional Ethics Executive Committee (PEEC) (1)
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deferred the effective date, making it effective for any nonattest
services performed for an attest client on or after January 1, 2005,
including services already then in progress, and (2) clarified that
it does not apply to nonattest services performed before a client
becomes an attest client. The PEEC adopted more revisions in
January 2005 to clarify the Interpretation; they do not relax the
rule or change its meaning. Those January revisions relate to:
• General requirement no. 2, which requires, in part, that an
attest client designate a competent employee to oversee the
nonattest services provided by the member.
• General requirement no. 3, which requires that a member
document his or her understanding with the client regard-
ing key aspects of the nonattest services engagement.
• The applicability of general requirements nos. 2 and 3 to
the member’s performance of routine activities when per-
formed as part of the normal member-client relationship.
The PEEC also has developed a frequently asked questions and
answers document on the Interpretation.
Help Desk—The interpretation and related guidance are at
www.aicpa.org/members/div/ethics/intr_101-3.htm.
Third-Party Service Providers
Late last year, the PEEC adopted two new and one revised ethics
rulings under the Code of Professional Conduct that address a
member’s responsibilities when outsourcing clients’ work to third-
party service providers. The new rulings are Ethics Ruling No. 112,
“Use of a Third-Party Service Provider to Assist a Member in
Providing Professional Services,” under Rule 102, Integrity and
Objectivity (AICPA, Professional Standards, vol. 2, ET sec.
191.224–.225), and Ethics Ruling No. 12, “Applicability of Gen-
eral and Technical Standards When Using a Third-Party Service
Provider,” under Rules 201, General Standards, and 202, Compli-
ance With Standards (AICPA, Professional Standards, vol. 2, ET sec.
291.023–.024). The revised ruling is Ethics Ruling No. 1, “Use of
a Third-Party Service Provider to Provide Professional Services to
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Clients or Administrative Support Services to the Member,” under
Rule 301, Confidential Client Information (AICPA, Professional
Standards, vol. 2, ET sec. 391.001-.002). Because of those new and
revised rulings, the PEEC also deleted Ethics Ruling No. 5,
“Records Retention Agency,” under Rule 301 (previously at
AICPA, Professional Standards, vol. 2, ET sec. 391.009–.010).
As part of the changes, the definition of third-party service
providers has been broadened to include not only tax-service bu-
reaus but any third-party service provider—including independent
contractors—used by members. Further, before sharing confiden-
tial client information with the service provider, members should
inform the client, preferably in writing, that they will use a third-
party service provider to provide professional services to the client.
The new rules also specify that members are responsible for all
work performed by service providers and should enter into con-
tractual agreements with third-party service providers to maintain
the confidentiality of client information and obtain reasonable as-
surance that each provider uses appropriate procedures to prevent
the unauthorized release of confidential client information. These
rulings are effective for all professional services performed on or
after July 1, 2005, except for those performed pursuant to agree-
ments in existence on June 30, 2005, that are completed by De-
cember 31, 2005. Earlier application is encouraged. 
Help Desk—These ethics rulings are at www.aicpa.org/
download/ethics/2004_1028_outsourcing.pdf.
Financial Interests
In April 2005, the PEEC issued an ED that proposes a new ethics
interpretation under Rule 101, Independence (AICPA, Professional
Standards, vol. 2, ET sec. 101.01), that would define financial in-
terest, direct financial interest, and indirect financial interest as used
in Ethics Interpretation No. 101-1, Interpretation of Rule 101
(AICPA, Professional Standards, vol. 2, ET sec. 101.02). It also
would provide guidance to members on determining whether fi-
nancial interests should be considered direct or indirect financial
interests. The ED includes illustrative examples of when financial
interests would be considered direct or indirect. It also proposes
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exceptions relating to the ownership of 5 percent or less of a di-
versified mutual fund; financial interests received through an un-
solicited gift or inheritance; and IRC section 529 savings plans.
Help Desk—The ED is at www.aicpa.org/download/ethics/
final_ED_Ethics_Omnibus_April_18_2005.pdf. 
Other Auditing Issues
Governmental Audit Quality Center
Last summer, the AICPA launched the Governmental Audit
Quality Center (GAQC), which is a firm-based, voluntary mem-
bership center designed to promote the importance of quality
governmental audits and the value of such audits to purchasers of
governmental audit services. Governmental audits are audits and
attestation engagements performed under Government Auditing
Standards of federal, state, or local governments; not-for-profit
organizations; and certain for-profit organizations, such as hous-
ing projects and colleges and universities that participate in gov-
ernmental programs or receive governmental financial assistance. 
The objectives of GAQC, which has an Internet site that provides
various valuable resources to members and visitors, are to:
• Raise awareness of the importance of governmental audits.
• Serve as a comprehensive resource provider for member firms.
• Create a community of firms committed to governmental
audit quality.
• Support online forums for sharing best practices and dis-
cussions on audit, accounting, and regulatory issues with
other center members.
• List member firms to enable purchasers of governmental
audit services to identify firms that are members.
• Provide information about the center’s activities to other
governmental audit stakeholders.
• Communicate developments in related standards and reg-
ulations as they occur.
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• Provide updates on issues through news alerts and Webcasts.
Help Desk—You can access and join GAQC at www.aicpa.
org/gaqc. 
Auditor Reporting on Component Units 
In the past several Alerts, we have discussed the provisions of and
some auditing issues relating to GASB Statement No. 39, Deter-
mining Whether Certain Organizations Are Component Units. Fol-
lowing are answers to some of the questions we received this year
about the audits of an entity’s organizational units, most of which
resulted from the fact that the implementation of GASB State-
ment No. 39 introduced new discretely presented component
units to governmental financial statements.
• What is the effect on the auditor’s reports when a government
that is required to have a Government Auditing Standards
audit includes in its financial statements a component unit
that does not have a Government Auditing Standards audit?
Chapter 4 of the AICPA Audit Guide Government Audit-
ing Standards and Circular A-133 Audits provides guidance
in that situation. The auditor should consider the need to
modify the reports on the financial statements and on in-
ternal control over financial reporting and on compliance
and other matters. That consideration is based on the ma-
teriality of the component unit to its related opinion unit.
If the effect is material, the auditor should modify the
scope paragraph of the reports to name the component
unit that was not audited in accordance with Government
Auditing Standards. If it is not evident from the financial
statements to which opinion unit the component unit re-
lates, the Guide also suggests that the auditor consider
identifying the opinion unit. The Guide provides illustra-
tive language for the modified scope paragraphs.
• If a government’s financial statements present its blended com-
ponent units but not its discretely presented component units,
can the auditor report on this presentation as primary govern-
ment-only financial statements? No. Primary government-
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only financial statements exclude all component units—
both those that are blended and those that are discretely
presented. See Chapter 14, “Audit Reporting,” of the
AICPA Audit and Accounting Guide State and Local Gov-
ernments and the following bullet.
• If a government’s financial statements omit both its blended
and discretely presented component units, can the auditor re-
port on this presentation as primary government-only finan-
cial statements? Yes, the auditor reports on this presentation
as primary government-only financial statements. How-
ever, the wording of the auditor’s report depends on
whether the entity also has issued audited financial state-
ments for the reporting entity. See the expanded discussion
in the earlier portion of this section titled “2005 Conform-
ing Changes to Audit and Accounting Guides,” in the sub-
section titled “State and Local Governments Guide.”
• Should a principal auditor who refers to the work of other au-
ditors in the report on a government’s financial statements
make a similar reference in the report on internal control over
financial reporting and on compliance and other matters
based on an audit of the financial statements in accordance
with Government Auditing Standards for that government?
Yes, the principal auditor should make a reference. See the
expanded discussion in the earlier portion of this section
titled “Government Auditing Standards Developments,” in
the subsection titled “Reference to Other Auditors in the
Government Auditing Standards Report.”
Special-Purpose Governments Engaged in a Single
Governmental Program
This year, an auditor provided us a scenario of a special-purpose
government engaged in a single governmental program, with no
component units, and with no reconciling differences between the
modified accrual and accrual bases of accounting. That auditor
asked whether the government has a single opinion unit (for the
governmental funds), allowing the auditor to report using illustra-
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tive report example A-2 from the AICPA Audit and Accounting
Guide State and Local Governments. Our answer was “no.” 
In this scenario, the government has an opinion unit for its gov-
ernmental fund (which is a major fund) and for governmental ac-
tivities, even though there are no reconciling items. Nothing in
GASB Statement No. 34 exempts a government with govern-
mental funds from reporting governmental activities. Even
though GASB Statement No. 34, paragraph 136, permits special-
purpose governments engaged in a single governmental program
a display alternative to combine their fund and government-wide
financial statements, the number of pages used to present the fi-
nancial statements does not affect the auditor’s identification of
opinion units. Further, there are different display requirements
for the two opinion units, such as the differences between the dis-
play of fund balances and of net assets, even if there are no recog-
nition differences.
Service Organizations
In the face of increasing staffing pressures, more governments are
outsourcing certain functions. Auditors, then, are faced with de-
termining the effect of that outsourcing on their audit proce-
dures. When an entity obtains services from another organization
and those services are part of the entity’s information system, SAS
No. 70, Service Organizations (AICPA, Professional Standards, vol.
1, AU sec. 324), as amended, provides guidance to the auditor.
One procedure an auditor may use is to review the service audi-
tor’s report—known as a SAS 70 report—if one is available.
However, in many cases SAS 70 reports are not available, requir-
ing additional procedures and costs for the audit. 
A frequently-cited deficiency in audits of state and local govern-
ments is that the audit documentation does not evidence the au-
ditor’s consideration of the use of service organizations.
Sometimes, auditors may overlook service organizations because
they do not typically consider third parties that perform certain
functions to be service organizations. Chapter 4 of the AICPA
Audit and Accounting Guide State and Local Governments cites
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the types of functions performed for governments by service or-
ganizations. It also notes that other governments can be service
organizations.
Electronic Transactions
Increasingly more governments are transacting business using
electronic means, whether generating checks from computerized
data without using preprinted check stock, authorizing electronic
debits and credits to and from bank accounts, or using the Inter-
net to place orders and collect revenues. Governments need to
adapt their internal control to these electronic transactions. For
example, many governments are using a fraud deterrence process
called “positive pay” whereby the government provides its bank
with a data file of checks issued and the bank compares checks re-
ceived for payment against the data file, presenting rejected items
to the government for its consideration for payment. Auditors
should make sure that their internal control evaluations ade-
quately consider the adaptations that governments make or
should consider making to address their electronic transactions. 
Fraud and Independence
SAS No. 99, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316.20–.27), re-
quires auditors to make inquiries of management and others
within the entity about the risks of fraud, including knowledge of
fraud or suspected fraud or allegations of fraud or suspected
fraud. Although SAS No. 99 does not require face-to-face inter-
views, we have heard that some auditors find that interviews yield
better results than do questionnaires. The personal touch allows
auditors to answer questions about the reasons for making the in-
quiries and gives those being interviewed more comfort. We also
have heard that it opens communication to a higher level—some
auditee personnel have said, when asked about knowledge of
fraud, that they knew of a problem but may not have told the au-
ditor if not specifically asked.
One of the matters that an auditor may want to evaluate when
considering an entity’s exposure to fraud is the level of employee
bonding. Although bonding will not prevent fraud or minimize
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fraud risk, and is no substitute for appropriate internal control, it
may be a cost-effective way for the entity to address fraud that
may arise. If an entity’s employee bonding does not appear ade-
quate, the auditor may want to address that situation in the man-
agement letter.
Some practitioners have suggested to us two continuing practice
issues in audits of governmental entities—(1) the exercise of pro-
fessional skepticism when considering fraud and (2) indepen-
dence when providing nonattest services to auditees. 
Some auditors, we have been told, “just trust their clients” and
believe that fraud “would never happen” there. We want to re-
mind auditors of the following from SAS No. 99 (AU sec.
316.13):
Because of the characteristics of fraud, the auditor’s exercise of
professional skepticism is important when considering the risk
of material misstatement due to fraud. Professional skepticism
is an attitude that includes a questioning mind and a critical
assessment of audit evidence. The auditor should conduct the
engagement with a mindset that recognizes the possibility that
a material misstatement due to fraud could be present, regard-
less of any past experience with the entity and regardless of the
auditor’s belief about management’s honesty and integrity.
Furthermore, professional skepticism requires an ongoing
questioning of whether the information and evidence obtained
suggests that a material misstatement due to fraud has oc-
curred. In exercising professional skepticism in gathering and
evaluating evidence, the auditor should not be satisfied with
less-than-persuasive evidence because of a belief that manage-
ment is honest. 
Concerning independence, we have been told that auditors “just
believe that they are and that it is OK to keep books for their
clients.” In recent Alerts, including last year’s, we discussed the
provisions of AICPA Ethics Interpretation No. 101-3, “Perfor-
mance of Nonattest Services” (AICPA, Professional Standards, vol.
2, ET sec. 101.05), and Government Auditing Standards which es-
tablish requirements for performing nonattest services for an at-
test client. Ethics Interpretation No. 101-3 sets forth certain
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general requirements that members should follow, such as docu-
menting their understanding with clients, and provides examples
of when various services, including bookkeeping, would and
would not impair a member’s independence with regard to an at-
test client. For example, independence would not be impaired if
the member records transactions for which management has de-
termined or approved the appropriate account classification, or if
the member posts coded transactions to a client’s general ledger.
Independence would be impaired if the member determines or
changes journal entries, account codings or classification for
transactions, or other accounting records without obtaining
client approval. 
Auditors and audit organizations that conduct audits in accor-
dance with Government Auditing Standards are subject to addi-
tional independence rules that are in some cases very similar to
the AICPA independence rules and in other cases more restric-
tive. Bookkeeping services is one area in which Government Au-
diting Standards requirements are more restrictive. Auditors
conducting Government Auditing Standards audits should consult
those standards and the GAO’s question and answer document,
Answers to Independence Standard Questions, which includes a sec-
tion on bookkeeping services that discusses an audit organiza-
tion’s development of draft financial statements and notes to the
financial statements and other bookkeeping services. For exam-
ple, question 50 in Answers to Independence Standard Questions
explains that an auditor’s independence for purposes of the finan-
cial statement audit is impaired if the audit organization posts
transactions that are coded by the audited entity’s management. 
Auditors also should note that footnote 28 to paragraph 3.18a of
Government Auditing Standards requires representations acknowl-
edging that management has reviewed, approved, and taken re-
sponsibility for the financial statements and related notes and an
acknowledgment of the auditor’s role when the auditor prepares
draft financial statements and notes or converts cash-based finan-
cial statements to accrual-based financial statements. Further,
paragraph 2.33 of the AICPA Audit Guide Government Auditing
Standards and Circular A-133 Audits suggests that in establishing
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an understanding with the auditee, the auditor communicate to
the auditee its responsibilities for those matters. An auditor’s
“standard” engagement and management representation letters
may not address those matters.
Help Desk—The AICPA’s Internet site provides a document
that compares the AICPA and GAO independence rules at
www.aicpa.org/download/ethics/2004_02AICPA-GAO_
rules_comparison.pdf. The GAO’s Answers to Independence Stan-
dard Questions is on its Internet site at www.gao.gov/govaud/
d02870g.pdf.
Common Engagement Deficiencies
Following are some common deficiencies noted on governmental
financial statement audits, including audits conducted in accor-
dance with Government Auditing Standards, found during recent
peer reviews and AICPA Professional Ethics Division investiga-
tions of CPA firms. (The AICPA Audit Risk Alert Government
Auditing Standards and Circular A-133 Audits—2005 lists com-
mon deficiencies noted on Circular A-133 audits.) This list in-
cludes some of the same deficiencies identified in past Alerts,
indicating continuing problems with the same matters. You
should consider reviewing your firm’s policies and procedures to
see whether your governmental engagements also might have
these kinds of issues.
• The engagement team did not meet the Government Audit-
ing Standards CPE requirements. (An earlier portion of
this section titled “Government Auditing Standards Devel-
opments” discusses changes in Government Auditing Stan-
dards CPE requirements.)
• The auditor used inadequate or outdated reference mater-
ial related to the engagement performed. 
• The audit documentation did not evidence that supervi-
sory review was conducted in accordance with established
policies and procedures or that audit procedures were per-
formed as planned.
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• The audit documentation evidenced an understanding of
internal control, but did not conclude on whether the con-
trols were placed in operation.
• The audit documentation did not evidence the auditor’s
consideration of the effect of the use of information tech-
nology on internal control. In particular, the audit docu-
mentation did not evidence the basis upon which the
auditor concluded to assess control risk at maximum when
controls were significantly dependent upon computerized
information systems.
• The auditor did not completely and consistently document
the assessments of audit risk and the risk of misstatement
due to fraud.
• The auditor did not sufficiently document discussions with
auditee management and among staff related to fraud.
• The auditor did not adequately design internal control and
compliance procedures, including sampling applications,
to support the reports issued. 
• The audit documentation did not evidence (1) how the au-
ditor derived the sample sizes used for testing, (2) prelimi-
nary and final analytical review procedures, or (3) the
follow-up of open items on tests performed.
• The auditor did not adequately review subsequent events
or did not adequately document the review. 
• The auditor did not modify the management representa-
tion letter when the auditee did not consult an attorney. 
• The auditor did not update legal inquiries to the date of
the auditor’s report. 
• The concurring partner review was inadequate. 
• The auditor failed to observe or report on inadequate finan-
cial statement disclosures or the auditee’s incorrect applica-
tion of GAAP, including the improper accounting for a
particular fund or inadequate financial statement disclosure. 
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• The auditor did not modify the reports for particular cir-
cumstances. For example, the reports were not modified
for financial statements issued under statutory accounting
provisions.
• The auditor’s reports did not appropriately reference the
applicable auditing standards, financial statements, or
opinion units. 
• The auditor did not issue a report on internal control over
financial reporting and on compliance and other matters
for audits subject to Government Auditing Standards. 
• The auditor’s report on the financial statements did not
refer to the Government Auditing Standards report. 
• The Government Auditing Standards report did not contain
the appropriate restrictions on its use.
Accounting Issues and Developments
GASB Pronouncements, Exposure Drafts, and Additional Projects
Help Desk—The “References for Additional Guidance” sec-
tion later in this Alert discusses how to access the GASB Inter-
net sites and GASB documents.
GASB Statement No. 40
Last year’s Alert discussed GASB Statement No. 40, Deposit and
Investment Risk Disclosures, an amendment of GASB Statement No.
3, which is effective for financial statements for periods begin-
ning after June 15, 2004, with earlier application encouraged.
GASB Statement No. 40 establishes and modifies disclosure re-
quirements for investment risks: credit risk (including custodial
credit risk and concentrations of credit risk), interest rate risk,
and foreign currency risk. It also establishes and modifies disclo-
sure requirements for deposit risks: custodial credit risk and for-
eign currency risk. Because of the standard’s imminent
application, this year’s Alert discusses three specific areas of the
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standard where financial statement preparers and auditors may
have questions: credit risk, interest rate risk, and level of detail.
Depending on the size or complexity of their investment portfo-
lios, governments may need to coordinate with their investment
custodians to obtain customized portfolio reports that provide
the information required for the GASB Statement No. 40 disclo-
sures, particularly the credit risk and interest rate risk disclosures.
Auditors may wish to participate in those discussions. 
Help Desk—The GASB staff ’s Comprehensive Implementation
Guide answers numerous questions about GASB Statement
No. 40.
Credit Risk. Many governments will have to make investment
risk disclosures for credit risk. Credit risk is the risk that an issuer
or other counterparty to an investment will not fulfill its obliga-
tions. Paragraph 7 of GASB Statement No. 40 requires govern-
ments to disclose the credit quality ratings of investments in debt
securities as described by nationally recognized statistical rating
organizations (NRSROs)—rating agencies such as Standard &
Poor’s, Fitch Ratings, and Moody’s Investors Service—as of the
date of their financial statements (for example, by aggregating the
amount of investments by rating categories).
Help Desk—There are several NRSROs at this time. Cur-
rently, the SEC reviews the qualifications of applicant credit
quality rating firms to determine if they meet the criteria for
becoming an NRSRO. The NRSROs listed above have credit
rating search functions at www.standardandpoors.com,
www.fitchratings.com, and www.moodys.com where financial
statement preparers and auditors may be able to verify the
credit quality ratings of investments.
Unless there is information to the contrary, obligations of the
U.S. government or obligations explicitly guaranteed by the U.S.
government are not considered to have credit risk and do not re-
quire disclosure of credit quality. 
Help Desk—Obligations of the U.S. government or obliga-
tions explicitly guaranteed by the U.S. government that gov-
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ernments commonly invest in include U.S. Treasury securities
and obligations of the Government National Mortgage Associ-
ation (GNMA or Ginnie Mae) and the Small Business Associ-
ation (SBA). Obligations of U.S. government-sponsored
enterprises (GSEs) are not explicitly guaranteed by the U.S.
government and require a credit quality disclosure. Obliga-
tions of GSEs that governments commonly invest in include
those issued by the Federal Farm Credit Banks (FFCBs), the
Federal Home Loan Banks (FHLBs), the Federal Home Loan
Mortgage Corporation (FHLMC or Freddie Mac), the Federal
Land Banks, and the Federal National Mortgage Association
(FNMA or Fannie Mae). GSEs carry an implicit guarantee,
meaning the federal government acknowledges an interest in
the issuing organization and thus implying an interest in the
securities it issues, but the obligations are not backed by the
full faith and credit of the U.S. government.
Governments should disclose the credit quality ratings of their
investments in external investment pools (such as state treasurer’s
pools), money market funds, bond mutual funds, and other pools
of fixed-income securities. If a credit quality disclosure is required
and the investment is unrated, the disclosure should indicate that
fact.
Help Desk—Sometimes, a government holds an investment
with a split rating—that is, the investment’s ratings from two
or more NRSROs differ. Item 15 in the GASB Staff ’s Guide to
Implementation of GASB Statement 40 on Deposit and Invest-
ment Risk Disclosures states that when multiple ratings exist,
the notes to the financial statements should disclose, at a min-
imum, the rating indicative of the greatest degree of risk. 
An illustration of a credit risk disclosure, taken from a nonau-
thoritative appendix of GASB Statement 40, follows:
Credit Risk. State law limits investments in commercial paper
and corporate bonds to the top two ratings issued by nationally
recognized statistical rating organizations (NRSROs). It is the
city’s policy to limit its investments in these investment types
to the top rating issued by NRSROs. As of December 31,
2004, the city’s investments in commercial paper were rated
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A1 by Standard & Poor’s, F-1 by Fitch Ratings, and P-1 by
Moody’s Investors Service. The city’s investments in corporate
bonds were rated AAA by Standard & Poor’s and Fitch Rat-
ings, and Aaa by Moody’s Investors Service. The city’s mutual
bond fund investments were rated AAAf by Standard & Poor’s
and Aaa by Moody’s Investors Service.
Interest Rate Risk. Many governments also will have to make in-
vestment risk disclosures for interest rate risk. Interest rate risk is
the risk that changes in interest rates will adversely affect the fair
value of an investment. Paragraphs 14 and 15 of GASB State-
ment No. 40 require governments to disclose information about
the interest rate risk of their debt investments by using a stipu-
lated disclosure method. The five stipulated methods are (1) seg-
mented time distribution, (2) specific identification, (3) weighted
average maturity, (4) duration, and (5) simulation model. The
disclosure should be organized by investment type and amount
and governments are encouraged to select the disclosure method
that is most consistent with the method they use to identify and
manage interest rate risk. If a method requires an assumption re-
garding timing of cash flows (for example, whether a callable in-
vestment is or is not assumed to be called), interest rate changes,
or other factors that affect interest rate risk information, that as-
sumption should be disclosed. This disclosure includes invest-
ments in mutual funds, external investment pools, or other
pooled investments that do not meet the definition of a 2a7-like
pool.
GASB Statement No. 40 defines and illustrates all five disclosure
methods. For example, the segmented time distribution method
groups investment cash flows into sequential time periods in tab-
ular form. An illustration of an interest rate risk disclosure using
that method, taken from a nonauthoritative appendix of GASB
Statement 40, follows:
As of December 31, 2004, the city had the following invest-
ments and maturities. (Amounts are in thousands.)
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Investment Fair Investment Maturities (in Years)
Type Value <1 1–5 6–10 >10
Repurchase
agreements $  15,000 $ 15,000 — — —
U.S. Treasuries 119,864 62,000 $42,864 $15,000 —
U.S. agencies 23,614 — 15,000* 8,614 —
Commercial
paper 50,697 50,697 — — —
Corporate
bonds 35,493 — 10,000 20,493 $5,000
Mutual
bond fund 74,420 74,420 — — —
Bankers’
acceptances 1,000 — 1,000 — —
Total $320,088 $202,117 $68,864 $44,107 $5,000
_____________________
*These bonds mature July 2009, but are callable July 2005.
Auditors will likely find most governments using the segmented
time distribution, specific identification, or weighted average ma-
turity methods for this disclosure. The GASB’s research indicates
that the duration and simulation model methods are more com-
monly developed with specialized investment software. There-
fore, it is likely that only governments with sophisticated
investment techniques, such as large public employee retirement
systems, will use those methods. 
The terms of a debt investment may cause its fair value to be
highly sensitive to interest rate changes. Paragraphs 14 and 16 of
GASB Statement No. 40 require governments to disclose such
terms to the extent they are not considered in the interest rate risk
disclosure described above. Such terms include coupon multipli-
ers, benchmark indexes, reset dates, and embedded options. Para-
graph 16 provides examples of highly sensitive investments and
required disclosures, such as the following:
A variable-rate investment’s coupon amount enhances or am-
plifies the effects of interest rate changes by greater than a one-
to-one basis, such as 1.25 times the three-month London
Interbank Offered Rate (LIBOR). The multiplier makes this
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investment’s fair value highly sensitive to interest rate changes.
This investment’s fair value, its coupon’s multiplier and bench-
mark index (1.25 times three-month LIBOR), and the fre-
quency of the coupon’s reset date should be disclosed.
Level of Detail. Paragraph 5 of GASB Statement No. 40 states
that the disclosures required by the standards generally should be
made for the primary government, including its blended compo-
nent units. (As previously required by GASB Statement No. 14,
The Financial Reporting Entity, the reporting government’s finan-
cial statements also should make those discretely presented com-
ponent unit disclosures that are essential to fair presentation of
the basic financial statements.) Risk disclosures also should be
made for governmental and business-type activities, individual
major funds, nonmajor funds in the aggregate, or fiduciary fund
types when the risk exposures are significantly greater than the
deposit and investment risks of the primary government. The
Statement gives the example that a primary government’s total in-
vestments may not be exposed to concentration risk. (A concen-
tration disclosure is required if investments in any one issuer—
except for investments issued or explicitly guaranteed by the U.S.
government and in pooled investments, such as mutual funds
and external investment pools—represent 5 percent or more of
total investments.) However, if the government’s capital projects
fund (a major fund) has all of its investments in one issuer of cor-
porate bonds, disclosure should be made for the capital projects
fund’s exposure to a concentration of credit risk.
Auditors should evaluate whether a government’s deposit and in-
vestment disclosures encompass the entirety of the primary govern-
ment’s positions. That is, the disclosures apply not only to deposits
and investments reported in the government-wide financial state-
ments, but also to the fiduciary funds (such as pension trust funds),
which are not reported in the government-wide financial statements
and which could have large deposit and investment positions.
GASB Statement Nos. 42 and 43
Last year’s Alert also discussed the following GASB Statements,
the first of which becomes effective in 2005. Earlier application is
encouraged for both Statements.
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GASB Statement No. 42, Accounting Effective for financial statements
and Financial Reporting for Impairment for periods beginning after
of Capital Assets and for Insurance December 15, 2004
Recoveries
GASB Statement No. 43, Financial Effective in three phases based on
Reporting for Postemployment Benefit the GASB 34 implementation
Plans Other Than Pension Plans phase of the employer (for single-
employer plans) or of the largest 
participating employer in the plan
(for multiple-employer plans) for
periods beginning after December
15, 2005 (A component unit should
implement the Statement no later
than the same year as its primary
government.)
GASB Statement No. 44
In May 2004, the GASB issued Statement No. 44, Economic
Condition Reporting: The Statistical Section, which amends por-
tions of National Committee on Governmental Accounting
(“NCGA”) Statement 1, Governmental Accounting and Financial
Reporting Principles, to provide standards for the presentation of a
statistical section that accompanies basic financial statements. A
statistical section should present detailed information, typically
in ten-year trends, in five categories: (1) financial trends informa-
tion, (2) revenue capacity information, (3) debt capacity infor-
mation, (4) demographic and economic information, and (5)
operating information. The statistical section is a required part of
a comprehensive annual financial report (CAFR), although gov-
ernments are not required to prepare a statistical section if they
do not present their basic financial statements within a CAFR.
The provisions of GASB Statement No. 44 are effective for statis-
tical sections prepared for periods beginning after June 15, 2005. 
GASB Statement No. 45
In June 2004, the GASB issued Statement No. 45, Accounting and
Financial Reporting by Employers for Postemployment Benefits Other
Than Pensions. This companion statement to GASB Statement No.
43 addresses how state and local governmental employers should ac-
count for and report their costs and obligations related to postem-
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ployment healthcare as well as other nonpension benefits when pro-
vided separately from a pension plan. Collectively, these benefits are
referred to as other postemployment benefits, or OPEB.
GASB Statement No. 45 generally requires that state and local
governments account for and report the annual cost of OPEB
and the outstanding obligations and commitments related to
OPEB in essentially the same manner as they currently do for
pensions. Annual OPEB cost will be based on actuarially or simi-
larly determined amounts that, if paid on an ongoing basis, gen-
erally would provide sufficient resources to pay benefits as they
come due. (Employers in certain plans with fewer than 100 total
plan members may apply a simplified alternative measurement
method instead of obtaining actuarial valuations.) The provisions
of Statement No. 45 may be applied prospectively and do not re-
quire governments to fund their OPEB plans. An employer may
establish its OPEB liability at zero as of the beginning of the ini-
tial year of implementation; however, the unfunded actuarial lia-
bility is required to be amortized over future periods.
The Statement establishes disclosure requirements that include
information about the plans in which an employer participates,
the funding policy followed, amounts recognized as expense and
amounts actually contributed, the actuarial valuation process and
assumptions, and the extent to which the plan has been funded
over time.
GASB Statement No. 45 is effective in three phases using the de-
finitions and cutoff points for implementation of GASB State-
ment No. 34. Specifically:
The employer should apply GASB
If the employer’s GASB Statement Statement No. 45 for
No. 34 phase was periods beginning after
Phase 1 December 15, 2006
Phase 2 December 15, 2007
Phase 3 December 15, 2008
A component unit should implement the requirements of GASB
Statement No. 45 no later than the same year as its primary gov-
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ernment. Early implementation of GASB Statement No. 45 is
encouraged.
Currently, many governmental employers finance OPEB on a
pay-as-you-go basis, and may not have an estimate of the actuari-
ally accrued value of the benefits. Auditors should consider hav-
ing discussions with auditees about the provisions of GASB
Statement No. 45, even though a particular government’s imple-
mentation date may be several years hence. Auditors may want to
advise auditees to take steps to determine the future effect of the
Statement on their financial statements, especially if the entities
are considering the need to advance fund the plan. Auditors also
may want to consider in advance the effect of the Statement on
their audit procedures, especially for governments that are con-
sidering the use of the alternative measurement method.
Help Desk—Beyond providing insight into the future effect of
GASB Statement No. 45 on its financial statements, an actuarial
valuation of OPEB in advance of the Statement’s effective date
could be helpful to a government that is in labor negotiations.
Governments may have financial information about their OPEB
plan that GASB Statement No. 45 will require be disclosed. In
advance of implementing the standard, there is no requirement in
GAAP or GAAS that the financial statements disclose that infor-
mation. Although AICPA Auditing Interpretation No. 3, “The
Impact on an Auditor’s Report of an FASB Statement Prior to the
Statement’s Effective Date,” of SAS No. 1, AU section 410, “Ad-
herence to Generally Accepted Accounting Principles” (AICPA,
Professional Standards, vol. 1, AU sec. 9410.13–.18), discusses the
effect on the financial statements and the auditor’s report of the
future application of an issued standard, that Interpretation only
applies when there will be future restatement of the financial
statements because of the retroactive application of the new stan-
dard by prior period adjustment. GASB Statement No. 45 does
not require retroactive application. However, the financial state-
ment preparer is not prohibited from disclosing such information
and the auditor may add an explanatory paragraph to the audi-
tor’s report for emphasis as provided in SAS No. 58 (AU sec.
508.19), as amended.
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GASB Statement No. 46
In December 2004, the GASB issued Statement No. 46, Net As-
sets Restricted by Enabling Legislation. The Statement amends
GASB Statement No. 34, paragraph 34, to clarify that, for pur-
poses of reporting restricted net assets, a legally enforceable en-
abling legislation restriction is one that a party external to a
government can compel a government to honor. The Statement
also (1) specifies the accounting and financial reporting require-
ments if new enabling legislation replaces existing enabling legis-
lation or if legal enforceability is reevaluated and (2) requires
governments to disclose the portion of total net assets that is re-
stricted by enabling legislation. GASB Statement No. 46 is effec-
tive for financial statements for periods beginning after June 15,
2005, with earlier application encouraged. 
Help Desk—Although GASB Statement No. 46 will reduce
diversity in practice, auditors still may find problems in the
manner in which auditees calculate restricted net assets. We re-
mind auditors that restricted net assets for governmental activ-
ities in the government-wide statement of net assets generally
will differ from amounts that are reported as reserved fund bal-
ances in the governmental fund balance sheet. Although the
terms reserved and restricted appear similar, their meanings in a
governmental financial reporting context differ significantly.
Further, the measure of restricted net assets should include the
effects of relevant asset and liability accruals made in the gov-
ernment-wide financial statements.
GASB Technical Bulletin
In December 2004, the GASB staff issued Technical Bulletin
(TB) No. 2004-2, Recognition of Pension and Other Postemploy-
ment Benefit Expenditures/Expense and Liabilities by Cost-Sharing
Employers. The TB addresses the recognition of expenditures/
expenses by cost-sharing employers when a payment scheduled
after the end of an employer’s financial reporting period includes
contributions for one or more months of that reporting period.
For pension transactions, the TB is effective for financial state-
ments for periods beginning after December 15, 2004. Earlier
application is encouraged. For OPEB transactions, the TB is
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effective simultaneously with the requirements of GASB State-
ment No. 45.
Help Desk—The TB does not provide transition requirements
for applying its requirements. It is logical that for pension
transactions, the provisions should be applied retroactively. For
OPEB transactions, it also is logical that the provisions of the
TB should be applied using the transaction provisions for
OPEB liabilities (assets) at transition from GASB Statement
No. 45.
GASB Concepts Statement No. 3
In April 2005, the GASB issued Concepts Statement No. 3,
Communication Methods in General Purpose External Financial
Reports That Contain Basic Financial Statements. Concepts State-
ment No. 3 provides a conceptual basis for selecting communica-
tion methods to present items of information within general
purpose external financial reports that contain basic financial
statements. Those communication methods include recognition
in basic financial statements, disclosure in notes to basic financial
statements, presentation as required supplementary information
(RSI), and presentation as supplementary information (SI). Con-
cepts Statement No. 3 defines the communication methods com-
monly used in general purpose external financial reports,
develops criteria for each communication method, and provides a
hierarchy for their use. The definitions, criteria, and hierarchy
should help the GASB or, in the absence of authoritative guid-
ance, preparers of financial reports determine the appropriate
methods to use to communicate an item of information.
GASB Exposure Draft and Preliminary Views Document
In December 2004, the GASB issued an ED of a proposed State-
ment that it plans to finalize soon. Accounting for Termination Ben-
efits proposes accounting standards for benefits provided to
employees who terminate employment, such as early-retirement
incentives and severance benefits that are provided as the result of
voluntary or involuntary terminations. For termination benefits
provided through an existing defined benefit OPEB plan, the stan-
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dards would be required to be implemented simultaneously with
the requirements of GASB Statement No. 45. For all other termi-
nation benefits, the proposed standards would be effective for fi-
nancial statements for periods beginning after June 15, 2005.
In March 2005, the GASB issued a preliminary views (PV) docu-
ment, Accounting and Financial Reporting for Pollution Remedia-
tion Obligations, which covers obligations to address the current
or potential detrimental effects of existing pollution by partici-
pating in pollution remediation activities such as site assessments
and cleanups. The PV proposes that, once any one of five speci-
fied obligating events occurs, governments should estimate the
components of expected pollution remediation outlays using an
“expected cash flow” measurement technique, and determine
whether outlays for those components should be accrued as a lia-
bility or, in limited instances, capitalized when goods and services
are acquired. The provisions of the PV would be applied retroac-
tively. Provisions for an effective date will be provided if and
when the PV is issued as an ED, which the GASB currently plans
to do by calendar year-end.
User Guides
In April 2005, the GASB staff issued a nonauthoritative user
guide, What Else You Should Know about A Government’s Fi-
nances: A Guide to Notes to the Financial Statements and Support-
ing Information. The guide complements previous user guides
by providing a comprehensive review—through discussion and
illustration—of notes to the financial statements and supporting
information. 
The GASB is expected to issue a nonauthoritative user guide, Re-
ports on Service Performance by State and Local Governments, in
the summer of 2005. The guide will help readers become in-
formed consumers of performance reports that are prepared using,
to some degree, the suggested criteria set forth in the GASB’s
2003 special report, Reporting Performance Information: Suggested
Criteria for Effective Communication. The guide will include a
“user’s tour” of a performance report to help readers understand
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what they are likely to find in a report and how to use the infor-
mation to assess a government’s performance.
Additional GASB Projects 
GASB projects that may see documents relating to proposed ac-
counting and financial reporting standards (generally EDs) re-
leased in the remainder of 2005 and in 2006 include (1)
derivatives and hedging, (2) securitizations and pledges and sales
of receivables and future revenues, (3) fund balance reporting, (4)
additional economic condition reporting issues, and (5) intangi-
ble assets. Also expect an ED of a proposed Concepts Statement
to define key elements of financial statements and describe or de-
fine related concepts, as well as implementation guides on OPEB
and statistical sections.
The GASB has identified several financial reporting issues as po-
tential longer-term projects: (1) fiduciary responsibilities, (2) ser-
vice efforts and accomplishments (performance measurement),
(3) the preservation method for capital assets, (4) electronic fi-
nancial reporting, (5) government combinations, (6) exchange-
like revenues, (7) in-kind contributions, (8) loan versus grant
classification, and (9) the reporting of changes in fair values in
the activity statements. It also is considering the conceptual role
of measurement attributes (such as historical prices and fair val-
ues) in financial reporting.
Help Desk—To track the progress of the GASB’s projects, go
to the GASB Internet site at www.gasb.org. The GASB gener-
ally posts EDs on that site during the exposure period. It also
posts its current technical plan listing and describing its pro-
jects and timetable.
Other Accounting Issues
Retroactive Reporting of General Infrastructure Assets
GASB Statement No. 34 allows governments to retroactively re-
port certain general infrastructure assets several years after they
initially implement GASB Statement No. 34. We have been
asked whether that retroactive reporting of infrastructure is a
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change in accounting principle that requires the auditor to in-
clude an explanatory paragraph in the auditor’s report on the fi-
nancial statements in the year of retroactive reporting. The
answer is “no”: The change in accounting principle occurred in
the year that the entity adopted GASB Statement No. 34. Be-
cause the retroactive reporting would result in a restatement of
beginning net assets, the matter would likely be disclosed in the
notes to the financial statements. The auditor should consider
whether appropriate disclosure has been made in the year of
retroactive reporting. Further, while the retroactive reporting is
not a change in accounting principle, the auditor may add an ex-
planatory paragraph to the auditor’s report to emphasize the mat-
ter as provided in SAS No. 58 (AU sec. 508.19), as amended. 
Presentation of Fiduciary Activities by Special-Purpose
Governments
Some special-purpose governments that conduct fiduciary activi-
ties, such as employee benefit plans or agency activities, continue
to apply certain pre-GASB Statement No. 34 standards or prac-
tices to those activities and thus do not consider those activities
for display as fiduciary funds in their financial statements. Some-
times the involved entities are special-purpose governments in-
volved only in business-type activities. Pre-GASB Statement No.
34 standards for those entities stated that they generally should
apply the accounting and financial reporting standards applicable
to similar businesses in the private sector. Sometimes the involved
entities are “governmental not-for-profit” entities that used the
AICPA not-for-profit model as defined in GASB Statement No.
29, The Use of Not-for-Profit Accounting and Financial Reporting
Principles by Governmental Entities, and GASB Statement No. 34,
paragraph 147. Those entities believe they were not required to
report fiduciary activities under the AICPA not-for-profit model. 
GASB Statement No. 34, paragraph 63, states that governments
should report fiduciary funds and similar component units pro-
vided they have activities that meet the criteria for using those
funds. GASB Statement No. 34, paragraph 69, states that fidu-
ciary funds should be used to report assets held in a trustee or
agency capacity for others and that therefore cannot be used to
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support the government’s own programs. GASB Statement No.
14, paragraph 19, states that regardless of entity considerations, a
government should report its fiduciary funds, even organizations
that do not meet the definition for inclusion in the financial re-
porting entity, if the government has a fiduciary responsibility for
them. In addition, item 4.140 of the GASB Staff Comprehensive
Implementation Guide—2004 states that if the primary govern-
ment is not acting in a trustee capacity for the assets of a pension
plan, the plan should be evaluated using the financial account-
ability criteria of GASB Statement No. 14. Further, paragraph 41
of GASB Statement No. 14 notes that other organizations should
be evaluated as potential component units if they are closely re-
lated to the primary government to determine whether the nature
and the significance of a potential component unit’s relationship
with the primary government warrant inclusion. Those standards
apply to all governments—including special-purpose govern-
ments—regardless of the past standards or practices they used for
reporting fiduciary funds and similar component units. 
In its fiduciary responsibilities project, the GASB recognizes the
need to assess whether additional guidance should be developed
regarding the application of the criterion “fiduciary responsibil-
ity.” That is because existing standards provide no guidance re-
garding characteristics that should be considered in deciding
whether an entity has fiduciary responsibility and should there-
fore report fiduciary activities. In advance of that guidance, fi-
nancial statement preparers and auditors need to evaluate the
nature and extent of a government’s fiduciary responsibilities and
apply the current GAAP for reporting fiduciary funds and com-
ponent units, regardless of past standards or practices.
Fund Definitions
Governmental accounting systems are organized and operated on
a fund basis. Governmental financial statements report activities
and balances relating to funds based on definitions established in
GAAP. Those GAAP definitions may differ from the definitions
that a government uses to manage its resources during the year.
Auditors should consider evaluating an auditee’s classification of
activities and balances for fund reporting purposes, especially
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with regard to special revenue, capital projects, and internal ser-
vice funds. The GAAP definitions of those fund types from the
GASB’s Codification of Governmental Accounting and Financial
Reporting Standards (Codification), Section 1300, “Fund Ac-
counting,” are:
• Special revenue funds are used to account for the proceeds
of specific revenue sources (other than trusts for individu-
als, private organizations, or other governments or for
major capital projects) that are legally restricted to expen-
diture for specified purposes. Resources restricted to ex-
penditure for purposes normally financed from the general
fund may be accounted for through the general fund pro-
vided that applicable legal requirements can be appropri-
ately satisfied; and use of special revenue funds is not
required unless they are legally mandated. The general
fund of a blended component unit should be reported as a
special revenue fund. 
• Capital projects funds are used to account for financial re-
sources to be used for the acquisition or construction of
major capital facilities (other than those financed by propri-
etary funds or in trust funds for individuals, private organi-
zations, or other governments). Capital outlays financed
from general obligation bond proceeds should be accounted
for through a capital projects fund. 
• Internal service funds may be used to report any activity
that provides goods or services to other funds, departments,
or agencies of the primary government and its component
units, or to other governments, on a cost-reimbursement
basis. Internal service funds should be used only if the re-
porting government is the predominant participant in the
activity. Otherwise, the activity should be reported as an en-
terprise fund. 
GASB Statement No. 14: Beyond Component Units
Governments have reporting requirements for certain organiza-
tions other than component units. GASB Statement No. 14 clas-
sifies those organizations as (1) related organizations, (2) joint
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ventures and jointly governed organizations, and (3) component
units of another government with characteristics of a joint ven-
ture or jointly governed organization. Because of the continually
evolving nature of such relationships, auditors should consider
each year whether their auditees have evaluated the nature of
changes in those relationships. They also should consider the au-
ditees’ compliance with the reporting requirements in Codifica-
tion Sections 2600, “Reporting Entity and Component Unit
Presentations” (in the subsection on related organizations), and
J50, “Accounting for Participation in Joint Ventures and Jointly
Governed Organizations.”
Debt Refundings 
Has an auditee refunded debt this year? If so, regardless of
whether it was an advance refunding or a current refunding, or
whether it was proprietary fund debt or general long-term debt,
GASB standards require note disclosures about the refunding.
Because the disclosure requirements arise from a combination of
GASB Statements, if you consult Codification Section D20,
“Debt Refundings,” you will see how GASB Statements No. 7,
Advance Refundings Resulting in Defeasance of Debt, No. 23, Ac-
counting and Financial Reporting for Refundings of Debt Reported
by Proprietary Activities, No. 34, and No. 35, Basic Financial
Statements—and Management’s Discussion and Analysis—for Pub-
lic Colleges and Universities, come together to require disclosures
for all types of refundings and debt.
References for Additional Guidance
American Institute of Certified Public Accountants
Internet Site
The AICPA Internet site at www.aicpa.org offers users the oppor-
tunity to stay abreast of developments in accounting, auditing,
and professional ethics. Online resources include professional
news, membership information, state and federal legislative up-
dates, AICPA press releases, speeches, exposure drafts, and a list
of links to other accounting- and finance-related sites. The site
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also has a “Talk to Us” section, allowing users to send e-mail mes-
sages directly to AICPA representatives or teams.
Publications
The following AICPA publications may be of interest to auditors
of state and local governments:
• Audit and Accounting Guide State and Local Governments
(product no. 012665kk) 
• Audit and Accounting Guide Health Care Organizations
(product no. 012615kk) 
• Audit and Accounting Guide Property and Liability Insur-
ance Companies (product no. 012675kk)
• Audit Guide Government Auditing Standards and Circular
A-133 Audits (product no. 012745kk) 
• SOP 98-2, Accounting for Costs of Activities of Not-for-Profit
Organizations and State and Local Governmental Entities
That Include Fund Raising—This SOP is an appendix to
the Audit and Accounting Guides Not-for-Profit Organiza-
tions (product no. 012645kk) and State and Local Govern-
ments. The SOP also is included in AICPA Technical
Practice Aids.
• Applying OCBOA in State and Local Governmental Finan-
cial Statements (product no. 006614kk)—This nonauthor-
itative Practice Aid provides guidance in preparing
OCBOA financial statements for state and local govern-
ments and for the appropriate auditor reporting on those
financial statements.
• Audit and Accounting Manual (product no. 005135kk)—
Updated annually, this publication has a section of audit
programs for audits in accordance with Government Audit-
ing Standards and Circular A-133. 
• Auditing Governmental Financial Statements: Programs and
Other Practice Aids (product no. 006602kk)—This nonau-
thoritative companion to Audit and Accounting Guide
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State and Local Governments primarily comprises illustra-
tive audit programs and other practice aids—such as an
engagement letter, a management representation letter,
and deposit and investment confirmations. An accompa-
nying CD-ROM has an electronic version of each practice
aid and of a case study on selecting, evaluating the results
of, and reporting on opinion units that could be used as a
staff training tool.
• Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133: Third Edition (product no.
006621kk)—This newly revised and expanded publica-
tion incorporates the 2003 revision of Government Audit-
ing Standards and the guidance in the AICPA Audit Guide
Government Auditing Standards and A-133 Audits. With
new chapters and new practice aids, it continues to include
a comprehensive case study that could be used as a staff
training tool. The publication comes with a CD-ROM
containing all of the practice aids.
• Checklists and Illustrative Financial Statements for State and
Local Governments (product no. 009035kk)—Updated an-
nually, this publication provides checklists and illustrations
of financial statements, note disclosures, and auditors’ re-
ports, including reports in accordance with Government
Auditing Standards and the Single Audit Act Amendments
of 1996. 
• Understanding and Implementing GASB’s New Financial
Reporting Model: A Question and Answer Guide for Preparers
and Auditors of State and Local Governmental Financial
Statements, Revised Edition (product no. 022516kk)—This
publication provides a summary of the significant portions
of GASB Statement No. 34 and related GASB publica-
tions in a question-and-answer format.
Continuing Professional Education Courses
The AICPA offers continuing professional education (CPE) in
the form of both group-study and self-study courses, and in print
and video formats. 
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Group-study courses include the following:
• Advanced Auditing of HUD-Assisted Projects
• Applying A-133 to Nonprofit and Governmental Organi-
zations
• Audits of HUD-Assisted Projects
• Clever Cases on Current Complexities Confronting Gov-
ernments and Not-for-Profits 
• Extra-Strength Governmental Accounting and Reporting
• Foundations in Governmental Accounting: In GASB We
Trust 
• Fraud in the Governmental and Not-for-Profit Environ-
ments: What a Steal! 
• GASB No. 34 Auditing: The Home of the Brave
• Governmental Accounting and Reporting: Putting It All
Together—NEW
• Governmental Accounting and Auditing Update
• Governmental and Nonprofit Annual Update 
• Solving Complex Single Audit Issues for Government and
Nonprofit Organizations
• Workpaper Techniques for Government and Nonprofit
Organizations
• The Revised Yellow Book: Government Auditing Standards
Self-study courses include the following:
• Advanced Auditing of HUD-Assisted Projects (product
no. 730191kk)
• Applying A-133 to Nonprofit and Governmental Organi-
zations (product no. 730206kk) 
• Audits of HUD-Assisted Projects (product no. 730296kk) 
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• Clever Cases on Current Complexities Confronting Gov-
ernments and Not-for-Profits (product no. 731911kk) 
• Extra-Strength Governmental Accounting and Reporting
(product no. 731762kk)
• Foundations in Governmental Accounting: In GASB We
Trust (product no. 731642kk)
• Fraud in the Governmental and Not-for-Profit Environ-
ments: What a Steal! (product no. 731921kk)
• GASB No. 34 Auditing: The Home of the Brave (product
no. 731333kk)
• Governmental Accounting and Reporting: Putting It All
Together (product no. 732800kk)—NEW
• Governmental Accounting and Auditing Update (product
no. 736475kk)
• Governmental and Nonprofit Annual Update (product no.
731932kk) 
• Solving Complex Single Audit Issues for Government and
Nonprofit Organizations (product no. 734409kk)
• Workpaper Techniques for Government and Nonprofit
Organizations (product no. 732634kk)
• The Revised Yellow Book: Government Auditing Standards
(product no. 736114kk)
The AICPA also offers the following video courses/additional
manuals:
• Applying A-133 to Nonprofit and Governmental Organi-
zations (product nos. 187203kk/357203kk)
• Fraud in the Governmental and Not-For-Profit Environ-
ments: What a Steal!—NEW (product nos. 180921kk
[VHS] and 180922kk [DVD]/350921kk)
• GASB No. 34 Auditing: The Home of the Brave (product
nos. 187113kk/357113kk)
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• Governmental Accounting and Auditing Update (product
nos. 186479kk/356479kk)
• The Revised Yellow Book: Government Auditing Standards
(product nos. 187104kk/357104kk)
Online CPE 
AICPA InfoBytes, offered exclusively through CPA2Biz.com, is
the AICPA’s flagship online learning product. Divided into one-
and two-credit courses that are available 24/7, AICPA InfoBytes
offers hundreds of hours of learning in a wide variety of topics.
Governmental topics include Government Auditing Standards,
Circular A-133 auditing, governmental accounting and financial
reporting pronouncements, HUD, industry updates, and other
pertinent issues. To register or learn more, visit www.cpa2biz.
com/infobytes.
Industry Conference and Training Program
The AICPA will hold its annual National Governmental Ac-
counting and Auditing Update Conference on August 22-23,
2005, in Washington, DC, and again on September 26-27, 2005,
in Tempe, AZ. The conference is designed for practitioners; offi-
cials working in federal, state, or local governmental finance and
accounting; and recipients of federal awards. It is the premier
forum for the discussion of important governmental accounting
and auditing developments. Participants will receive updates on
current issues, practical advice, and timely guidance on recent de-
velopments from experts. Optional pre- or post-conference work-
shops at both venues offer an intensive, interactive opportunity
for additional CPE.
The AICPA’s annual National Governmental and Not-for-Profit
Training Program will be held on October 17-19, 2005, in New
Orleans, LA. That program is designed for practitioners or ac-
countants, auditors, and other staff in government who want in-
depth, hands-on training in government accounting and
auditing. The program also offers optional pre-conference work-
shops.
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For more information about the conference or the training pro-
gram, please contact the AICPA/CPA2Biz Service Center at
(888) 777-7077 or visit www.cpa2biz.com.
Accounting and Auditing Technical Hotline
The Technical Hotline answers members’ inquiries about ac-
counting, auditing, attestation, compilation, and review services.
Call (888) 777-7077 or go to www.aicpa.org.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer in-
quiries concerning independence and other behavioral issues re-
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Fax Hotline
The AICPA has a 24-hour fax system that enables interested per-
sons to obtain information that includes, for example, current
AICPA comment letters, conference brochures and registration
forms, CPE information, actions of the Accounting Standards
Executive Committee (AcSEC), and legislative news. To access
the hotline, dial (201) 938-3787 from a fax machine and follow
the voice cues.
AICPA/CPA2Biz Service Center 
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions call the
AICPA/CPA2Biz Service Center at (888) 777-7077. The best
times to call are 8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30
p.m., Eastern Standard Time. You also can order AICPA products
from the Service Center by facsimile at (800) 362-5066 or visit
www.cpa2biz.com to obtain product information and place on-
line orders.
AICPA’s Governmental Audit Quality Center
The AICPA’s Governmental Audit Quality Center (GAQC) is a
firm-based, voluntary membership center designed to promote
audit quality and provide firms with tools and resources to help
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them in their governmental audits. The GAQC’s Internet site
(www.aicpa.org/GAQC), which provides information on mem-
bership in the Center, is a comprehensive tool for members, in-
cluding news updates; information on performing audits under
GAS, A-133, and various federal audit guides; and important
product and educational updates. While some of the Internet site
is available only to member firms, nonmembers can access a good
portion of the site, including the latest news and product infor-
mation, details on important aspects of performing governmental
audits, and updates on audit quality issues.
AICPA’s Antifraud and Corporate Responsibility 
Resource Center
The AICPA’s Antifraud and Corporate Responsibility Resource
Center (www.aicpa.org/antifraud) allows you to select various
ways to learn about fraud. The Center contains fraud and ethics
case studies and commentaries, a free one-hour training program
How Fraud Hurts You and Your Organization, and links into the
AICPA Audit Committee Effectiveness Center. In addition, the
site offers an overview of the Center; information about the
video-based CPE course Fraud and the Financial Statement Audit:
Auditor Responsibilities Under New SAS and other AICPA courses
related to fraud prevention and detection; and a competency self-
assessment tool that allows you to assess your overall skills and
proficiencies as they relate to fraud prevention, detection, and in-
vestigation, among other topics. New materials are frequently
added to the site.
Governmental Accounting Standards Board
GASB publications can be ordered by calling the GASB Order
Department at (800) 748-0659. Publications are also available
for purchase by mail (P.O. Box 30784, Hartford, CT 06150) or
on the GASB’s Internet site at www.gasb.org.
The GASB offers the following publications and services:
• GASB exposure and discussion documents. During the com-
ment period, the GASB posts all exposure and discussion
documents on its Internet site at no charge. Final docu-
ARA-SLGO5.QXD  7/7/05  2:57 PM  Page 71
ments continue to be part of the GASB subscription plan
or may be purchased individually from the GASB Order
Department.
• Codification of Governmental Accounting and Financial Re-
porting Standards. The 2005–2006 edition is as of June 30,
2005, and will be available in the fall of 2005.
• GASB Original Pronouncements. The 2005–2006 edition is
as of June 30, 2005, and will be available in the fall of
2005.
• GASB staff document Comprehensive Implementation
Guide—2005. This document, issued once a year, includes
all separately issued implementation guides in one publica-
tion. This Guide provides, in a question-and-answer for-
mat, relevant and helpful implementation guidance on
various GASB standards. 
• GASB Governmental Accounting Research System (GARS).
GARS, which is an electronic version of the GASB’s Codi-
fication of Governmental Accounting and Financial Report-
ing Standards, Original Pronouncements, and Implementation
Guides, is updated twice a year.
• GASB User Guides. The GASB publishes nonauthoritative
guides to help users of government financial statements
understand what information can be found in governmen-
tal reports.
• GASB Internet Site. Information about the GASB can be
found on its Internet site, www.gasb.org. The site links to
online resources about GASB Statement No. 34. The
“What’s New?” section contains the latest news about the
GASB and governmental accounting, as well as calendars
of GASB meetings, speaking engagements, constituent
events, outstanding due process documents, the current-
period technical plan, and other frequently requested ma-
terials. Other items include “Facts about GASB”;
summaries of all final GASB documents and ordering in-
formation; a list of board members, staff, and advisory
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council members with their e-mail addresses; and a techni-
cal inquiry system. 
• Performance Measurement for Government Internet Site. The
GASB’s second Internet site, located at www.seagov.org, is
a clearinghouse for information about the development,
use, and reporting of performance measures for govern-
ments. The site’s main features include a citizens’ guide
and links to government performance indicators, studies,
reports, government sites, ongoing projects, and several
online discussion groups.
• Fax Information System. The GASB has a 24-hour fax sys-
tem that enables interested persons to obtain information
on upcoming meetings, the current-period technical plan,
and “Facts about GASB.” To access the system, dial (203)
847-0700, ext. 14, from a fax machine, and follow the
voice cues.
Government Accountability Office
The GAO Internet site at www.gao.gov contains links to the hun-
dreds of reports and testimony to the Congress each year on a va-
riety of subjects, including accounting, budgeting, and financial
management. Hard copies of GAO reports and testimony can be
obtained from the GAO, 441 G St. NW, Room LM, Washing-
ton, DC 20548; phone (202) 512-6000; fax (202) 512-6061; or
www.gao.gov/cgi-bin/ordtab.pl. 
The GAO’s Internet site also includes Comptroller General deci-
sions and legal opinions; GAO policy documents; and special
publications. You may subscribe to GAO daily electronic alerts at
www.gao.gov/subtest/subscribe.html. 
The following are among the publications available on the GAO’s
Internet site at www.gao.gov/govaud/ybk01.htm. Certain of
them also are available in printed form, as explained at that Inter-
net site. 
• 2003 revision of Government Auditing Standards—These
standards relate to financial and performance audits and
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attestation engagements of governmental organizations,
programs, activities, and functions, and of governmental
funds received by contractors, nonprofit organizations,
and other nongovernmental organizations. Technical
Amendment to the CPE Requirements of the 2003 Revision of
Government Auditing Standards amends the 2003 revi-
sion to Government Auditing Standards effective for contin-
uing professional education (CPE) measurement periods
beginning on or after June 30, 2005, with early application
encouraged.
• Government Auditing Standards: Answers to Independence
Questions responds to questions related to Government Au-
diting Standards independence requirements, including
implementation time frame, underlying concepts, and ap-
plication in specific nonaudit circumstances.
• Interpretation of Continuing Education and Training Re-
quirements—Government Auditing Standards establishes
specific CPE requirements for auditors working on audits
performed in accordance with those standards. This 1991
Interpretation guides audit organizations and individual
auditors on implementing the CPE requirements by an-
swering the most frequently asked questions from the
audit community. Guidance on GAGAS Requirements for
Continuing Professional Education replaces the Interpreta-
tion effective for CPE measurement periods beginning on
or after June 30, 2005, with early application encouraged.
Government Finance Officers Association
The Government Finance Officers Association (GFOA) can be
contacted at 203 North LaSalle Street, Suite 2700, Chicago, IL
60601-1210; phone (312) 977-9700; fax (312) 977-4806; www.
gfoa.org. Its publications include:
• 2005 Governmental Accounting, Auditing and Financial Re-
porting: Using the GASB 34 Model—This publication,
commonly known as the GAAFR or “Blue Book,” pro-
vides detailed professional guidance on the practical appli-
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cation of GAAP to state and local governments. Included
with the basic text is a CD-ROM of the narrative portions
of the publication. (The GAAFR Study Guide: Outlines and
Exercises and The GAAFR Self-Study Course also are avail-
able to assist those wishing to use the GAAFR for instruc-
tional or self-study purposes.)
• General-Purpose Government Checklist for the Certificate of
Achievement for Excellence in Financial Reporting Program—
This detailed checklist is available free of charge on the
GFOA Internet site.
• Model Request for Proposal for Auditing Services (diskette)—
This diskette includes a model request for proposals for au-
diting services in WordPerfect 6.1 format.
• Evaluating Internal Controls: A Local Government Manager’s
Guide—This publication is designed for public managers
seeking the practical guidance needed to assume a leader-
ship role in the design, implementation, and maintenance
of a comprehensive framework of internal control.
• Accounting Issues and Practices: A Guide for Smaller Govern-
ments—This 12-chapter manual provides “how to” advice
on the basic duties of local government finance officials.
Sample documents are included throughout.
• GAAFR Review—This six-page subscription newsletter, is-
sued 10 times each year, covers major issues in governmen-
tal accounting, auditing, and financial reporting and
includes analyses of recent authoritative pronouncements. 
• Recommended Practices for State and Local Governments—
The GFOA’s recommended practices identify “best prac-
tices” in each of the major disciplines of state and local
government finance. They are available free of charge on
the GFOA Internet site. 
• Financial Indicators Data Base—The GFOA makes avail-
able each year key data extracted from Comprehensive An-
nual Financial Reports (CAFRs) submitted to its certificate
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program. Separate data bases are available for counties,
general-purpose governments, and school districts. 
The GFOA also publishes an “elected officials” series, which con-
sists of An Elected Official’s Guide to the New Governmental Finan-
cial Reporting Model, An Elected Official’s Guide to Fund Balance
and Net Assets, An Elected Official’s Guide to Auditing, and An
Elected Official’s Guide to Internal Controls and Fraud Prevention.
This Audit Risk Alert replaces State and Local Governmental
Developments—2004.
The State and Local Governmental Developments Audit Risk Alert
is published annually. As you encounter audit and industry issues
that you believe warrant discussion in next year’s Alert, please feel
free to share them with us. Any other comments that you have
about the Alert would also be greatly appreciated. You may e-mail
those comments to rdurak@aicpa.org or write to:
Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
We also suggest that you review the AICPA Audit Risk Alert Gov-
ernment Auditing Standards and Circular A-133 Audits—2005 if
you have clients that receive federal money. That Alert addresses
current issues of relevance to the performance of single audits, in-
cluding regulatory, legislative, and other developments, among its
many topics. Also review the AICPA Audit Risk Alert, which is a
general update on economic, auditing, accounting, and other
professional developments. That publication discusses numerous
general audit topics of interest that, although not specifically
geared toward an audit of the financial statements of state and
local governments, might be relevant to auditors of those finan-
cial statements.
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APPENDIX
Internet Resources
The following lists Internet sites of many of the organizations re-
ferred to in this Audit Risk Alert, as well as others that auditors of
state and local governments may find useful. Those auditors also
should refer to the listing in the Audit Risk Alert Government Au-
diting Standards and Circular A-133 Audits—2005 of the Internet
sites of various federal agencies and related organizations.
Organization Internet Address
American Institute of CPAs
Main page www.aicpa.org
Governmental Audit Quality Center www.aicpa.org/gaqc 
Antifraud and Corporate Responsibility
Resource Center www.aicpa.org/antifraud
Association of Government Accountants www.agacgfm.org
DisclosureUSA.org www.DisclosureUSA.org
Financial Accounting Standards Board www.fasb.org
Government Accountability Office:
Main page www.gao.gov
Government Auditing Standards page www.gao.gov/govaud/
ybk01.htm
General Printing Office Access (with links 
to search Code of Federal Regulations, 
Federal Register, and Public Laws) www.access.gpo.gov 
Government Finance Officers Association www.gfoa.org
Governmental Accounting Standards Board:
Main page www.gasb.org 
Performance Measurement for Government www.seagov.org
U.S. House of Representatives www.house.gov
Internal Revenue Service www.irs.gov
Library of Congress www.loc.gov
Municipal Securities Rulemaking Board www.msrb.org
National Association of Local Government 
Auditors www.nalga.org
National Association of State Auditors, 
Comptrollers, and Treasurers www.nasact.org
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Public Company Accounting Oversight Board www.pcaobus.org
Securities and Exchange Commission
Main page www.sec.gov
Municipal Markets page www.sec.gov/info/
municipal.shtml
U.S. Senate www.senate.gov
Thomas Legislative Search thomas.loc.gov 
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